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INTRODUCTION

P rosperity Unleashed: Smarter Financial Regulation provides solutions to the core regulatory problems
that have existed in U.S. financial markets for decades. Policymakers can implement these solutions
to make U.S. financial markets more dynamic, resilient, equitable, and accountable than ever before. Poli-
cymakers should implement these solutions because a well-functioning financial sector results in a society
with more goods and services, more employment opportunities, and higher incomes. A smoothly running
financial system makes it easier and less costly to raise the capital necessary for launching or operating a
business, to borrow money for buying or building a home, and to invest in ideas that improve productivity

and increase wealth.

Financial enterprises are the arteries
through which money from one sector of the
economy flows into others, creating jobs and
wealth in the process. Just as with nonfinancial
businesses, excessive government regulation
disrupts that smooth functioning, preventing
financial firms from serving the needs of their
customers and society. Despite these disrup-
tions, policymakers have long treated finan-
cial companies differently than nonfinancial
businesses. In particular, government policies
have—for decades—empowered regulators to
manage private risks and mitigate private loss-
es in an effort to prevent financial-sector tur-
moil from spreading to the rest of the economy.
This approach, rarely contemplated in nonfi-
nancial industries, has demonstrably failed.

The 2008 financial crisis is an obvious ex-
ample of a poorly functioning financial sector.
Financial firms funded too much unsustain-
able activity largely because of the rules and
regulations they faced, including the wide-
spread expectation that the federal govern-
ment would provide assistance to mitigate
losses. Yet, the dominant narrative that sup-
ported passage of Dodd-Frank in 2010 was
that deregulation in financial markets, begin-
ning in the 1990s, caused the crash. Ostensi-
bly, the unbridled pursuit of profits by “Wall
Street” drove the global financial system to
the brink of collapse. But this story is wrong.
There was no substantial reduction in the
scale or scope of financial regulations in the
U.S. Rather, the sheer number of financial

regulations steadily increased after 1999, long
before Dodd-Frank was even contemplated.

Financial firms—not just banks—have long
dealt with capital rules, liquidity rules, disclo-
sure rules, leverage rules, special exemptions
for rules, and the constant threat that regula-
tors would make up new rules or enforce old
rules differently. There is no doubt that, for
decades, the U.S. regulatory framework has
increasingly made it more difficult to create
and maintain jobs and businesses that benefit
Americans. One of the main reasons the regu-
latory regime has been counterproductive for
so long is because it seeks to micromanage
people’s financial risk, a process that substi-
tutes regulators’ judgments for those of pri-
vate investors. This approach provides a false
sense of security because the government
confers an aura of safety on all firms that play
by the rules, and it is bound to fail for at least
three reasons: (1) people take on more risk
than they would in the absence of such rules;
(2) people have lower incentives to monitor fi-
nancial risks than they would otherwise; and
(38) compared to other actors in the market,
regulators do not have superior knowledge of
future risks.

In addition to these shortcomings, the U.S.
regulatory framework, for at least a century,
has repeatedly protected incumbent firms
from new competition—the very market forc-
es that drive innovation, lower prices, and
prevent excessive risk-taking. The result is
that entrepreneurs have suffered from fewer
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opportunities, and consumers have suffered
from fewer choices, higher prices, and less
knowledge regarding financial risks. When
the system crashes, as it has done on several
occasions, people naturally tend to blame
the excesses in the private sector while giv-
ing the government more power to stabilize
the economy. In the end, this process is a per-
verse self-reinforcing cycle that fails to make
the economy any safer as it chips away at eco-
nomic freedom and the prosperity it fosters.
Prosperity Unleashed shows how to reverse
these trends, so that financial markets will ex-
pand economic opportunities and help people
achieve financial security. Many authors of
this volume recently contributed to The Case
Against Dodd-Frank: How the “Consumer Pro-
tection” Law Endangers Americans. That book
exposed the many flaws in the Dodd-Frank
Wall Street Reform and Consumer Protection
Act, but it also revealed the gross inadequacy
of the financial regulatory framework that
existed prior to Dodd-Frank. It is clear that
even if Congress repealed Dodd-Frank in its
entirety, a highly flawed regulatory structure
that weakened financial markets and contrib-
uted mightily to the 2008 financial crisis would
still remain. Solving America’s core regulatory
problems in order to expand economic oppor-
tunities and help people achieve financial se-
curity is the goal of Prosperity Unleashed.
While each chapter expresses the views of
its authors, each is based, as appropriate, on
the following 10 core principles—also included
in The Case Against Dodd-Frank—about the fi-
nancial system and how best to regulate it.

TEN CORE PRINCIPLES

1. Private and competitive financial markets
are essential for healthy economic growth.

2. The government should not interfere
with the financial choices of market par-
ticipants, including consumers, investors,
and uninsured financial firms. Regula-
tors should focus on protecting individu-
als and firms from fraud and violations of
contractual rights.

3. Market discipline is a better regulator of
financial risk than governmentregulation.

4. Financial firms should be permitted to
fail, just as other firms do. Government
should not “save” participants from fail-
ure because doing so impedes the abil-
ity of markets to direct resources to their
highest and best use.

5. Speculation and risk-taking are what
make markets operate. Interference by
regulators attempting to mitigate risks
hinders the effective operation of markets.

6. Government should not make credit and
capital allocation decisions.

7. The cost of financial firm failures should
be borne by managers, equity-holders,
and creditors, not by taxpayers.

8. Simple rules—such as straightforward eq-
uity capital requirements—are preferable
to complex rules that permit regulators to
micromanage markets.

9. Public-private partnerships create fi-

nancial instability because they create

rent-seeking opportunities and mis-
align incentives.

Government backing for financial activi-

ties, such as classifying certain firms or

activities as “systemically important,” in-
evitably leads to government bailouts.

10.

Summaries of Arguments

The chapters in Prosperity Unleashed in-
clude an expansive list of reforms in both the
banking and securities markets, including
structural changes to government regulators,
improvements to self-regulatory organiza-
tions, and better ways for the government
to deter fraud. Prosperity Unleashed even
includes detailed policy reforms to end gov-
ernment preferences, such as federal loan
guarantees, bankruptcy protections for deriv-
atives, and emergency lending by the Federal
Reserve. This introductory section includes a
brief list of the arguments in each section of
the book.

2 Prosperity Unleashed: Smarter Financial Regulation



Part I. Banking Regulation Reforms

In chapter 1, “Deposit Insurance, Bank
Resolution, and Market Discipline,” Mark
Calabria explains how government-backed
deposit insurance weakens market discipline,
increases moral hazard, and leads to higher
financial risk than the economy would have
otherwise, thus weakening the banking sys-
tem as a whole.

e Deposit insurance does not primarily ben-
efit low-income and middle-income fami-
lies. The top 10 percent of households hold
67 percent of all deposits, and the current
Federal Deposit Insurance Corporation
(FDIC) depositinsurance limitis $250,000
even though the average account balance is
less than $5,000.

e The public interest would be best served
if Congress reduced federal deposit in-
surance coverage to the pre-savings-and-
loan-crisis limit of $40,000, and provided
coverage on a per individual basis.

e To further the goal of reducing systemic
risk, Congress should also limit the to-
tal deposit insurance coverage of any one
bank to 5 percent of total insured deposits.

e Bank receivership, as practiced by the
FDIC, is inappropriate for non-banks, and
weakens market discipline by occasionally
protecting uninsured creditors.

e Ultimately, government-provided deposit
insurance should be phased out fully. In
the interim, coverage should be reduced
to more closely align with protecting small
retail investors.

In chapter 2, “A Simple Proposal to Recap-
italize the U.S. Banking System,” Kevin Dowd
follows with a brief look at the failure of the
Basel rules and a discussion of how banks’
historical capital ratios—a key measure of
bank safety—have fallen as regulations have
increased. Dowd proposes a regulatory off-
ramp, whereby banks could opt out of the
current regulatory framework in return for
meeting a minimum leverage ratio of at least
20 percent.

Instead of proposing more regulation or
idealistic reforms, it could be more useful
to propose a regulatory off-ramp: Banks
would be allowed to opt out of prudential
regulation, provided they maintain high
capital standards.

e Banks with good prospects could raise
capital on the stock market and there-
by escape the regulatory system. They
could greatly cut costs and improve
their competitiveness.

e Zombie banks would be unable to meet
these higher capital standards and would
self-advertise their true status.

e Over time, the good banks could gradually

displace the bad ones, and the whole pru-

dential regulatory apparatus would wither
on the vine.

Diane Katz’s chapter, “A Better Path for
Mortgage Regulation,” provides a brief histo-
ry of federal mortgage regulation. Katz shows
that, prior to Dodd-Frank, the preferred fed-
eral policy was to protect mortgage borrowers
through mandatory disclosure as opposed to
directly regulating the content of mortgage
agreements. Katz argues that the vibrancy of
the mortgage market has suffered because the
basic disclosure approach has succumbed to
regulation via content restrictions.

e Deference to consumer autonomy is now
largely defunct. Instead we have a frame-
work of mortgage regulation that treats
consumers as fundamentally irrational
and prone to act against their self-interest.

e This approach is inherently contradictory.
If consumers suffer cognitive limitations
with respect to mortgage matters, the poli-
ticians and bureaucrats who dictate the
borrowing terms for consumers must also
be afflicted by the same limitations.

e Much of the reckless lending that played
a role in the 2008 crisis resulted from
lenders and borrowers responding—ratio-
nally—to incentives created by an array of
deeply flawed government policies imple-
mented years before the meltdown.
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e The best consumer protection for mort-
gage borrowers is a vibrant and competi-
tive private mortgage lending market. Fed-
eral content restrictions on mortgages are
directly counter to such an environment.

Norbert J. Michel’s chapter, “Money and
Banking Provisions in the 2016 Financial
CHOICE Act: A Major Step Toward Financial
Security,” completes the first section of the
book. Given that the Trump Administration
has pledged to dismantle Dodd-Frank, Pros-
perity Unleashed’s banking reform section
would be incomplete without discussing the
reforms in the CHOICE Act, the first major
piece of legislation written to replace large
portions of Dodd-Frank. Michel discusses
the CHOICE Act’s regulatory off-ramp—and
one potential alternative—because a similar
approach could be used to implement a broad
set of bank regulation reforms.

e The 2016 Financial CHOICE Act would
replace large parts of the harmful 2010
Dodd-Frank Act, and provide regulatory
relief for banks that choose to hold higher
equity capital.

e The act’s capital-election provision is a
regulatory off-ramp that exempts banks
from onerous regulations if they meet a
higher capital ratio. There is little justifi-
cation for heavily regulating firms that ab-
sorb their own financial risks—and higher
capitalized banks do exactly that, lowering
the likelihood of taxpayer bailouts.

e The CHOICE Act’s capital election pro-
vides statutory language that could be
modified to implement similar reforms de-
scribed in two other chapters in Prosper-
ity Unleashed.

Part Il. Securities Regulation Reforms
In chapter 5, “Securities Disclosure Re-
form,” David R. Burton delves into the law
and economics of mandatory disclosure re-
quirements, both in connection with new
securities offerings and ongoing disclosure

obligations. Burton explains that disclosure
requirements have become so voluminous
that they obfuscate rather than inform, mak-
ing it more difficult for investors to find rel-
evant information.

e The current securities disclosure regime
has a substantial adverse impact on en-
trepreneurship, innovation, and econom-
ic growth.

e Reasonable, scaled mandatory disclosure
requirements have a positive economic
effect. Aspects of the current securities
disclosure regime harm, rather than help,
investors.

e Because the benefits of mandatory dis-
closure are so much smaller than usually
assumed, policymakers should adopt a
more skeptical posture toward the existing
disclosure regime. Fundamental reform
would dramatically reduce the complexity
and regulatory burden of the current sys-
tem and enhance investor protection.

e Substantial improvements to Regulation
A, Regulation Crowdfunding, Regulation D,
and the regulation of public companies are
required to improve the current system.

e The existing rules contain at least 14 dif-
ferent categories of firms issuing securi-
ties, each with a different set of exemption
and disclosure rules. These categories can
easily be replaced with three disclosure re-
gimes—public, quasi-public, and private.
Disclosure under the first two categories
shouldbescaledbased oneitherpublicfloat
or the number of beneficial shareholders.

Rutheford B. Campbell Jr. follows with
“The Case for Federal Pre-Emption of State
Blue Sky Laws,” a chapter that recommends
improving the efficiency and effectiveness of
capital markets through federal pre-emption
of certain state securities laws. In particu-
lar, Campbell calls for pre-emption of state
blue sky laws through which states impose
registration requirements on firms issu-
ing securities.
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e The two broad types of capital formation
rules imposed by society—antifraud rules
and rules requiring registration—incentiv-
ize the efficient disclosure of accurate, ma-
terial investment information in connec-
tion with the offer and sale of securities.

e These societal rules may, however, gener-
ate additional costs for the business that
is seeking external capital. The additional
costs may retard, or in some cases com-
pletely choke off, the flow of capital from
investors to businesses.

e There are obvious and significant in-
creased costs generated as a result of im-
posing multiple registration regimes on
businesses soliciting capital. Although
Congress has to an extent pre-empted the
registration requirements of state blue
sky laws, the federal pre-emption is large-
ly incomplete.

e Most important is the fact that the pre-
emption so far offers scant relief to small
businesses when they search for exter-
nal capital.

e The federal government should complete-
ly pre-empt state authority over the regis-
tration of securities. Society needs a single
set of efficient rules governing the registra-
tion of securities.

Next, in chapter 7, Daniel Gallagher tack-
les the seemingly opaque topic of U.S. equity
market structure. Gallagher’s chapter, “How
to Reform Equity Market Structure: Elimi-
nate 'Reg NMS’ and Build Venture Exchang-
es,” argues that the increasingly fragmented
structure of today’s equities markets has
been shaped as much, if not more, by legisla-
tive and regulatory action than by the private
sector. Gallagher calls on the Securities and
Exchange Commission (SEC) to consider re-
scinding Reg NMS and replacing it with rules
(and rigorous disclosure requirements) that
allow free and competitive markets to dictate
much of market structure.

e The SEC should immediately conduct a
holistic equity-market-structure review
that acknowledges and addresses the role
that legislation and regulation have played
in developing the structure of today’s mar-
kets. The SEC’s review should inevitably
result in recommendations to Congress on
how to update or eliminate vestigial statu-
tory provisions.

e Inparticular, Congress and the SEC should
review: (1) the continued utility of Reg
NMS and ways to return to a competitive
market focused on all best-execution con-
siderations; (2) the trading ecosystem for
small-cap stocks and the establishment of
venture exchanges; and (3) the proper gov-
ernance of self-regulatory organizations
(SROs).

e The SEC should consider rescinding Reg
NMS and replacing it with rules that allow
free and competitive markets to dictate
much of market structure with rigorous
disclosure requirements.

e Congress should enact legislation creating
venture exchanges. This legislation should
allow market surveillance obligations, SEC
oversight, and price transparency for ven-
ture exchanges, but also reduced listing
standards and regulatory filing require-
ments. Shares traded on these exchanges
would be exempt from state blue sky reg-
istration, and the exchanges themselves
would be exempt from the SEC’s national
market system and unlisted trading privi-
leges rules, so as to concentrate liquidity in
these venues.

David Burton contributes the final chapter
for this section: “Reforming FINRA.” Burton
writes that FINRA, the primary regulator of
broker-dealers, is neither a true self-regulato-
ry organization nor a government agency, and
that FINRA is largely unaccountable to the
industry or to the public. The chapter broadly
outlines alternative approachesthat Congress
and the regulators can take to fix these prob-
lems, and it recommends specific reforms to
FINRA’s rule-making and arbitration process.
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e FINRAisaregulator of central importance
to the functioning of U.S. capital markets.
It is neither a true self-regulatory organi-
zation nor a government agency.

e FINRA does not provide the due process,
transparency, and regulatory-review pro-
tections normally associated with regula-
tors, and its arbitration process is flawed.
Reforms are necessary.

e FINRA arbitrators should be required to
make findings of fact based on the eviden-
tiary record, and to demonstrate how those
facts led to the award given. These written
FINRA arbitration decisions should be
subject to SEC review and limited judi-
cial review.

e FINRA rules have played a key role in the
decline in the number of small broker-
dealers. This has an adverse impact on en-
trepreneurial capital formation.

e Congress and the SEC need to provide
greater oversight of FINRA.

Part lll. Regulatory Agency
Structure Reforms

The first chapter in this section, “Reform-
ing the Financial Regulators,” is coauthored
by Mark Calabria, Norbert J. Michel, and Hes-
ter Peirce. The chapter argues that financial
regulation should establish a framework for
financial institutions based on their ability to
serve consumers, investors, and Main Street
companies. This view is starkly at odds with
the current macroprudential trend in regula-
tion, which places governmental regulators—
with their purportedly greater understand-
ing of the financial system—at the top of the
decision-making chain.

e There is no perfect structure for the fi-
nancial regulatory system, but design af-
fects how well regulation is carried out, so
regulatory re-designers should proceed
with care.

e The current trend of regulatory homog-
enization—the shift toward uniform
bank-centric regulation implemented by
one “super regulator” at the international

level—threatens to impair the effective
functioning of the financial system.

e Regulatory reform is needed, and it should
be rooted in a recognition that financial
market participants and their regulators
respond to incentives in the same way that
participants in other markets respond.

e Greater accountability can be introduced,
for example, by subjecting financial regu-
lators to appropriations and implementing
a commission governing structure.

e Other key reforms include consolidating
related powers in one regulator, removing
authorities from agencies ill-equipped to
perform them, and revamping processes to
ensure appropriate accountability for, and
public input in, rule-making.

In chapter 10, “The World After Chev-
ron,” Paul J. Larkin, Jr., discusses the Su-
preme Court’s decision in Chevron U.S.A. Inc.
v. Natural Resources Defense Council, a case
that has generated considerable controversy
among policymakers over the past decade.
The Chevron decision effectively transferred
final interpretive authority from the courts
to the agencies in any case where Congress
did not itself answer the precise dispute. Re-
form-minded policymakers have long called
on Congress to return that ultimate decision-
making authority to the federal courts.

e The Supreme Court’s decision in Chevron
U.S.A. Inc. v. Natural Resources Defense
Council adopted a two-step test to decide
whether an administrative agency had cor-
rectly interpreted a statute: Did Congress
resolve the particular dispute at issue in
the relevant law, and is the agency’s inter-
pretation a reasonable one?

e Members of Congress and many scholars
believe that Chevron improperly delegat-
ed the courts’ responsibility to “say what
the law is” to unelected members of the
administrative state, and they have intro-
duced legislation to overrule Chevron or
have urged the Supreme Court to do so.
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e Overturning Chevron would return final
decision-making authority to the federal
courts, but it would not eliminate the in-
fluence of administrative agencies. A con-
sistent, long-standing interpretation of
a statute governing a technical field will
likely always persuade the courts because
they will conclude that the agency has fig-
ured out what is in the public interest.

Thaya Brook Knight’s chapter, “Transpar-
ency and Accountability at the SEC and at
FINRA,” completes this section of the book.
Knight describes how these two regulatory
bodies—the two mostly responsible for gov-
erning the U.S. securities sector—lack the
structural safeguards necessary to ensure
that they exercise their authority with the
consent of the American public. The chapter
provides recommendations for fixing these
deficiencies, such as giving respondents a
choice of federal court or administrative pro-
ceedings with the SEC, and allowing FINRA
to exist as a purely voluntary, private indus-
try association.

e The SEC’s administrative judges have ac-
quired power to rival Article III federal
judges, but administrative hearings lack
the safeguards that define due process in
the courts.

e Those facing an SEC enforcement action
should have the same opportunity the gov-
ernment lawyers have to choose between
a trial in federal court and an administra-
tive hearing.

e FINRA’s quasi-governmental status lacks
necessary checks on its power. The solu-
tion is to remove FINRA’s special status
and make it a purely private organization.

Part IV. Government
Preference Reforms

Diane Katz’s chapter, “The Massive Feder-
al Credit Racket,” leads off the section by pro-
viding an extensive list of the more than 150
federal credit programs that provide some
form of government backing. These programs

consist of direct loans and loan guarantees
for housing, agriculture, energy, education,
transportation, infrastructure, exporting,
and small businesses, as well as insurance
programs to cover bank and credit union de-
posits, pensions, flood damage, crop damage,
and acts of terrorism. Government financing
programs are often sold to the public as eco-
nomic imperatives, particularly during down-
turns, but they are instruments of redistribu-
tive policies that mainly benefit those with
the most political influence rather than those
with the greatest need.

e Collectively, Americans shoulder more
than $18 trillion in total debt exposure.

e Total outstanding loans and loan guaran-
tees backed by taxpayers exceeded $3.4
trillion at the end of fiscal year 2015.

e Taxpayer exposure from Fannie Mae,
Freddie Mac, the Federal Home Loan
Banks, the Federal Deposit Insurance Cor-
poration, and the Pension Benefit Guaran-
tee Corporation exceeds $14 trillion.

e Default rates exceeding 20 percent are
common among federal credit programs.
Federal accounting methods substantially
understate the costs of credit subsidies.

e Trillions of dollars of credit subsidies rep-
resent the commandeering of financial
services by government and its escalating
power over private enterprise.

e This redistribution of taxpayers’ money
erodes the nation’s entrepreneurial spirit,
increases financial risk, and fosters cro-
nyism and corruption. It is time to shut
it down.

In “Reforming Last-Resort Lending: The
Flexible Open-Market Alternative,” George
Selgin proposes a plan to reform the Federal
Reserve’s means for preserving liquidity for
financial as well as nonfinancial firms, espe-
cially during financial emergencies, but alsoin
normal times. Selgin proposes, among other
things, to replace the existing Fed framework
with a single standing (as opposed to tempo-
rary) facility to meet extraordinary as well
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as ordinary liquidity needs as they arise. The
goal is to eliminate the need for ad hoc chang-
es in the rules governing the lending facility,
or for special Fed, Treasury, or congressional
action. Among other things, the plan would:

e Make Fed lending to insolvent, or poten-
tially insolvent, institutions both unlikely
and unnecessary, no matter how “systemi-
cally important” they may be, by allowing
most financial enterprises to take part di-
rectly in the Fed’s ordinary credit auctions.

e Dispense with any need for direct lending,
including both discount window and 13(3)
loans, whether aimed at particular institu-
tions or at entire industries, and otherwise
radically simplify existingemergencylend-
ing provisions of the Federal Reserve Act.

e Eliminate any general risk of Fed mispric-
ing or misallocation of credit, including
such underpricing as might create a mor-
al hazard.

e Replace the ad hoc and arbitrary use of
open-market operations to favor specific
firms or security markets with a “neutral”
approach to emergency liquidity provi-
sion, by making the same facility and terms
available to a wide set of counterparties
possessing different sorts of collateral.

e Enhance the effectiveness of the Fed’s
open-market purchases during periods
of financial distress by automatically pro-
viding for extraordinary Fed purchases of
less-liquid financial assets.

e Eliminate uncertainty regarding the avail-
ability of emergency credit, and the rules
governing its provision.

In chapter 14, “Simple, Sensible Reforms
for Housing Finance,” Arnold Kling advo-
cates establishing a national title database to
prevent the sort of clerical errors that plagued
the foreclosure process during the hous-
ing crash of 2007 to 2009. Kling also recom-
mends eliminating government support for
all mortgages with low down payments, and
for refinancing loans that increase the bor-
rower’s mortgage debt. Both types of loans

encourage households to take on debt rather
than accumulate wealth.

e Immediately stop purchases by govern-
ment agencies of mortgages that are for
non-owner-occupied homes.

e Immediately stop purchases by govern-
ment agencies of mortgages for “cash-out”
refinances.

e Change risk-based capital regulations to
assign 100 percent risk weight to mortgag-
es for non-owner-occupied homes and for
mortgages that are cash-out refinances.

e Adopt a national title database in or-
der to eliminate the requirement for ti-
tle insurance.

e Gradually phase out Freddie Mac and Fan-
nie Mae by decreasing their loan limits.

In the second housing finance chapter, “A
Pathway to Shutting Down the Federal Hous-
ing Finance Enterprises,” John Ligon pro-
vides an overview of all the federal housing
finance enterprises and argues that Congress
should end these failed experiments. The fed-
eral housing finance enterprises, cobbled to-
gether over the last century, today cover more
than $6 trillion (60 percent) of the outstand-
ing single-family residential mortgage debt in
the U.S. Over time, the policies implemented
through these enterprises have inflated home
prices, led to unsustainable levels of mort-
gage debt for millions of people, cost federal
taxpayers hundreds of billions of dollars in
bailouts, and undermined the resilience of
the housing finance system.

e Over the past 80 years, Congress has as-
sembled a system of federal housing fi-
nance enterprises (FHFESs), which have led
to the deterioration of credit underwriting
standards and encouraged imprudent risk-
taking in the housing finance system.

e FHFEs encompass the Federal Housing
Administration, the Rural Housing Ser-
vice, Ginnie Mae, Fannie Mae, Freddie
Mac, and the Federal Home Loan Banks.
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e FHFEs are antithetical to a free market
in housing finance, and have led to less
discipline by market participants. FH-
FEs create moral-hazard dilemmas that
put homeowners, taxpayers, and private
shareholders at greater risk of financial
loss, while increasing home prices relative
to what they would be otherwise.

e FHFEs have encouraged an explosion of
mortgage debt over the past several de-
cades, while national homeownership is at
the lowest rate since the mid-1960s.

e Itistime to shut down these FHFEs.

In the final chapter of this section, “Fixing
the Regulatory Framework for Derivatives,”
Norbert J. Michel discusses government pref-
erences for derivatives and repurchase agree-
ments (repos)—an often ignored but integral
part of the many policy problems that con-
tributed to the 2008 crisis. The main problem
with the pre-crisis regulatory structure for
derivatives and repos was that the bankrupt-
¢y code included special exemptions (safe
harbors) for these financial contracts. The
safe harbors were justified on the grounds
that they would prevent systemic financial
problems, a theory that proved false in 2008.

e There is no objective economic reason to
regulate derivatives or repurchase agree-
ments (repos) as unique products. Finan-
cial institutions can best account for the
risk of these instruments within their ex-
isting regulatory capital frameworks.

e The main problem with the regulatory
structure for derivatives and repos pre-
2008 was that these financial instruments
had special exemptions (safe harbors) from
core provisions of the bankruptcy code.

e These safe harbors were justified mainly
on the grounds that they would mitigate
systemic risk. The 2008 crisis showed that
safe harbors worsen, rather than mitigate,
systemic risk.

e Systemic concerns cannot justify blanket
exemptions from core bankruptcy pro-
visions. Providing safe harbors only to

systemically important firms would bla-
tantly provide special financial protection
to a small group of financial firms.

e Eliminating all safe harbors for repos and
derivatives would affect the market be-
cause counterparties would have to ac-
count for more risk, an outcome which
should be applauded.

Part V. Protecting the
Integrity of Finance

In chapter 17, “Designing an Efficient Se-
curities-Fraud Deterrence Regime,” Amanda
M. Rose explains the main flaws in the cur-
rent approach to securities-fraud deterrence
in the U.S., and recommends several reforms
to fix these problems. Rose recommends
credibly threatening individuals who would
commit fraud with criminal penalties, and
pursuing corporations only if their sharehold-
ers would otherwise have poor incentives to
adopt internal control systems to deter fraud.

e An optimal securities-fraud deterrence re-
gime would minimize the social costs that
securities fraud produces, and the social
costs that the deterrence regime itself pro-
duces—both direct enforcement costs as
well as the over-deterrence costs that re-
sult when companies fear inaccurate pros-
ecution and legal error.

e The best way to achieve such an optimal
regime is to credibly threaten the individu-
als who would commit fraud with criminal
penalties, enforceable by a federal public
enforcer when the misconduct implicates
the national capital markets.

e Corporations should be pursued only if
their shareholders would otherwise have
poor incentives to adopt internal control
systems to deter fraud—which is not true of
most publicly traded firms—and should be
threatened only with civil penalties. Fraud
victims should also be granted traditional
common law compensatory remedies.

e The current approach to securities-fraud
deterrence in the United States is flawed
in many respects. Most troubling is that
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individual fraudsters often escape liability
entirely while public companies and, ul-
timately, their innocent shareholders are
routinely punished.

In “Financial Privacy in a Free Society,”
David R. Burton and Norbert J. Michel stress
the importance of maintaining financial pri-
vacy—a key component of life in a free soci-
ety—while policing markets for fraudulent
(and other criminal) behavior. The current
U.S. financial regulatory framework has ex-
panded so much that it now threatens this ba-
sic element of freedom. For instance, individ-
uals who engage in cash transactions of more
than a small amount automatically trigger
a general suspicion of criminal activity, and
financial institutions of all kinds are forced
into a quasi-law-enforcement role. The chap-
ter recommends seven reforms that would
better protect individuals’ privacy rights and
improve law enforcement’s ability to appre-
hend and prosecute criminals and terrorists.

e Financial and personal privacy is a key
component of life in a free society where
individuals have a private sphere free of
government involvement, surveillance,
and control.

e The existing U.S. financial regulatory
framework is inconsistent with these
ideas and it often conflicts with basic eco-
nomic freedoms. Individuals who engage
in cash transactions of more than a nomi-
nal size trigger a complex set of reporting
requirements that has essentially turned
many companies into quasi-law-enforce-
ment agencies.

e Individuals should be free to lead their
lives unmolested and unsurveilled by gov-
ernment unless there is a reasonable sus-
picion that they have committed a crime or
are involved in illegal activity.

e Any international information-sharing
regime must include serious safeguards
to protect the privacy of individuals and
businesses. All efforts to improve the exist-
ing framework must focus on protecting

individuals® privacy rights while improv-
ing law enforcement’s ability to apprehend
and prosecute criminals and terrorists.

In “How Congress Should Protect Con-
sumers’ Finances,” Todd J. Zywicki and Alden
F. Abbott provide an overview of consumer
financial protection law, and then provide
several recommendations on how to modern-
ize the consumer financial protection system.
The goal of these reforms is to fix the federal
consumer financial protection framework so
that it facilitates competition, consumer pro-
tection, and consumer choice. Zywicki and
Abbott recommend transferring all federal
consumer protection authority to the Fed-
eral Trade Commission, the agency with vast
regulatory experience in consumer financial
services markets.

® The case for modernization of the con-
sumer financial protection system is in-
dependent of the 2008 financial crisis.
Fixing the federal consumer financial
protection framework will facilitate com-
petition, consumer protection, and choice
for consumers.

e Prior to the 2010 Dodd-Frank Act, the
consumer financial protection regime was
amishmash system that failed to provide a
coherent federal consumer financial pro-
tection regime. Authority was scattered
among more than six different regulatory
bodies with authority over various finan-
cial services providers.

e Dodd-Frank consolidated some—but not
all—consumer financial protection author-
ity in the newly created Consumer Finan-
cial Protection Bureau (CFPB). The CFPB
is one of the most powerful and least-ac-
countable regulatory bodies in the history
of the U.S,, and it intervenes in financial
market consumer-related practices in a
heavy-handed arbitrary fashion that ig-
nores sound economics.

e Transferring all federal consumer protec-
tion authority to the Federal Trade Com-
mission, the agency with vast regulatory
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experience in assessing practices affect-
ing consumer financial services markets,
would dramatically improve the federal
regulatory framework for consumer finan-
cial protection.

e Providing this type of single, clearly de-
fined, properly limited, institutional
framework for consumer financial protec-
tion will provide an incentive for financial
institutions to develop innovative finan-
cial products and services that can pro-
vide consumers with more choices and
lower prices.

The final chapter in this section, by Alex-
ander Salter, Vipin Veetil, and Lawrence H.
White, examines changes in shareholder li-
ability that could better align incentives and
reduce the moral hazard problems that result
in excessively risky financial institutions. In
“Reducing Banks’ Incentives for Risk-Taking
via Extended Shareholder Liability,” the au-
thors describe how under extended liability,
an arrangement common in banking history,
shareholders of failed banks have an obliga-
tion to repay the remaining debts to creditors.

e Under today’s standard arrangement of
single liability, shareholders of a failed
bank have no obligation to repay the re-
maining debts to creditors. Under ex-
tended liability, an arrangement common
in banking history, shareholders do have
such an obligation.

e Extended liability incentivizes banks to
discover and undertake voluntarily the
sort of practices that promote bank and
system stability, and avoids the significant
information and incentive burdens associ-
ated with government regulatory solutions
to financial instability.

e The incentive-aligning effects of extended
liability have the potential to reduce moral
hazard and thereby the social costs of ex-
cessively risky bank portfolios and the
frequency of (and damage done by) large
bank failures.

e Short of eradicating moral hazard by re-
moving all guarantees and restrictions
from the banking system, the more lim-
ited change of imposing extended liabil-
ity on shareholders in banks with guar-
anteed deposits could be a move in the
right direction.

Part VI. Enabling Next
Generation Finance

In chapter 21, “Improving Entrepreneurs’
Access to Capital: Vital for Economic Growth,”
David R. Burton shows how existing rules and
regulations hinder capital formation and en-
trepreneurship. The chapter explains that
several groups usually support the current
complex, expensive, and economically de-
structive system because excessive regulation
helps keep their competitors at bay. Burton
describes more than 25 policy reforms to re-
duce or eliminate state and federal regulatory
barriers that hinder entrepreneur’s access
to capital.

e (apital formation and entrepreneurship
improve economic growth, productivity,
and real wages. Existing securities laws
impede entrepreneurial capital formation.

e To promote prosperity, Congress and the
SEC need to systematically reduce or elim-
inate state and federal regulatory barriers
hindering entrepreneur’s access to capital.

e The regulatory environment needs to be
improved for primary and secondary offer-
ings by private and small public companies.

e Steps should also be taken to improve
small firms’ access to credit and to reduce
the regulatory burden on small broker-
dealers. Because many regulatory provi-
sions are blocking entrepreneurs’ access to
capital, there are a large number of policy
changes that are warranted.

In “Federalism and FinTech,” Brian
Knight provides an in-depth look at how fi-
nancial technology or “FinTech” companies
are beginning to utilize advances in commu-
nications, data processing, and cryptography
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to compete with traditional financial services
providers. Some of the most powerful Fin-
Tech applications are removing geographic
limitations on where companies can offer
services and, in general, lowering barriers to
entry for new firms. This newly competitive
landscape is exposing weaknesses, inefficien-
¢y, and inequity in the U.S. financial regula-
tory structure.

e Technology is enabling many market par-
ticipants to provide services on a national
basis, but because many of these providers
are not banks, they are subject to state-by-
state regulation.

e This state-by-state regulation places non-
bank providers at a disadvantage relative
to their bank competitors because banks
enjoy a much more consistent regulatory
environment due to powers granted by
federal law.

e State-by-state regulation of many inno-
vative financial services is also inefficient
and gives large wealthy states an advantage
over smaller states because the rich states
can, de facto, regulate the national market.

e In cases where state-by-state regulation
creates significant inefficiency, harms
competitive equity, or creates politi-
cal inequality, Congress should consider
creating a consistent national regula-
tory environment that displaces state-by-
state regulation.

e Conversely, in cases where state regulation
does not create inefficiency, harm compet-
itive equity, or create political inequality,
such as Rule 147, Congress should refrain
from imposing federal requirements.

In the final chapter of the book, “A New
Federal Charter for Financial Institutions,’
Gerald P. Dwyer and Norbert J. Michel pro-
pose a new banking charter under which
a financial institution would be regulated
more like banks were regulated before the
modern era of bank bailouts and government

3

guarantees. Under the proposed charter,
which is similar to a regulatory off-ramp
approach, banks that choose to fund them-
selves with higher equity would be faced
mostly with regulations that focus on pun-
ishing and deterring fraud, and fostering the
disclosure of information that is material to
investment decisions. The charter explicitly
includes a prohibition against receiving gov-
ernment funds from any source, and even
excludes the financial institution from FDIC
deposit insurance eligibility.

e There have been many changes to fed-
eral banking rules and regulations during
the past few decades, but there has never
been a substantial reduction in the scale or
scope of financial regulations in the U.S.

e Bankregulation has increased episodically
while, in the name of ensuring stability,
U.S. taxpayers have absorbed more finan-
cial losses due to risks undertaken by pri-
vate market participants.

e This combination of policies has produced
a massive substitution of government
regulation for market competition that
has, in turn, created a false sense of secu-
rity, lowered private incentives to moni-
tor risk, increased institutions’ financial
risk, and protected incumbent firms from
new competitors.

e Fixing this framework requires rolling
back both government regulation and tax-
payer backing of financial losses. Revers-
ing these trends will begin to restore the
competitive process and strengthen finan-
cial markets.

e This chapter focuses on one reform pro-
posal that can implement both of these
changes at once: a new federal charter
for financial institutions whose owners
and customers absorb all of their finan-
cial risks.
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CHAPTERT.

Deposit Insurance,
Bank Resolution, and
Market Discipline

Mark A. Calabria, PhD

At some point | would like to see
a system with no federal deposit
insurance at all.

—Alan Greenspan, address at
The Heritage Foundation,
March 23,1985

overnment-backed deposit insurance

weakens market discipline, increases
moral hazard, and leads to higher financial
risk than the economy would otherwise
have, thus weakening the banking system as
a whole. Less government, and more private
insurance or shareholder equity, increases
private consumers’ and capital suppliers’ in-
centives to care about the financial risks and
health of banks, thus introducing market dis-
cipline into the system, lowering moral haz-
ard, and strengthening the banking system.
The provision of government deposit insur-
ance also shifts investment away from equity
markets and toward bank-based finance.

A SNAPSHOT OF
DEPOSIT INSURANCE

As of the first quarter of 2016, the Fed-
eral Deposit Insurance Corporation (FDIC)

guaranteed almost $6.7 trillion in deposits,
backed by an insurance fund of $75 billion,
representing a reserve (or capital) ratio of just
over 1 percent. Another $5.6 trillion in unin-
sured deposits resides in the U.S. banking
system, bringing the total of both insured and
uninsured deposits to just over $11 trillion.
The current number of U.S. insured deposi-
tory institutions (banks and thrifts) is 6,122.!
Despite the large number of insured de-
pository institutions, over half of insured de-
posits are held by the 980 banks supervised by
the Office of the Comptroller of the Currency
(OCC). The vast majority of these insured de-
posits are held by the 25 institutions whose to-
tal assets exceed $100 billion. An approximate
breakdown is that these 25 insured deposito-
ries hold total insured deposits equal to the
other 6,097 depositories. Combined, the larg-
est three commercial banks—Bank of Ameri-
ca, JPMorgan Chase, and Wells Fargo—hold
more than one-third of all insured deposits.
Aggregate trends in deposit insurance can
mask considerable churning of deposits. In
the first quarter of 2016, the FDIC reported
that insured deposits increased at 3,900 insti-
tutions, decreased at 2,201 institutions, and
remained flat at only 30 institutions. This
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breakdown is similar to that found in previ-
ous quarters. Even during the worst of the
financial crisis, between June 30, 2008, and
September 30, 2008, insured deposits in-
creased at 4,820 institutions, decreased at
3,508 institutions, and remained flat at 35 in-
stitutions.? As will be discussed below, some-
times this churning represents the flowing of
deposits away from unhealthy banks, and to
healthier banks.

Why Deposit Insurance? Historically,
government-provided deposit insurance has
been defended on two grounds: (1) protect-
ing the payments system and (2) protecting
small, unsophisticated depositors. As bank
“demand deposits” are currently payable upon
the demand of the depositor, there exist cir-
cumstances under which depositors may run
to remove their deposits from a bank (or the
banking system) even if the bank (or system)
in question were perfectly solvent. This out-
come is the result of combining a fractional
reserve system with requiring that deposi-
tors are paid in full sequentially (first come,
first served). Relaxing either of these restric-
tions can eliminate runs. In fact, prior to the
widespread adoption of deposit insurance,
potential runs were halted via suspension of
services—so-called bank holidays.

While protecting the payments system may
well be an important end in itself, the more
important issue is the impact of a failure of
the payments system on the broader economy.
If alarge number of banks fail, overall lending
in the economy may decline if the remain-
ing banks are not able to cover the decline in
lending. Failing banks might also push firms
and households into bankruptcy as loans are
recalled to meet depositor claims. Although
the preceding is theoretically feasible, it has
rarely, if ever, been witnessed in practice.

A crucial question is to what extent “runs”
are largely withdrawals on troubled institu-
tions, as opposed to a system-wide run. Since,
as with any industry, failure helps to remove
poor or even fraudulent business practices,
protecting the payment system should not,
itself, be a policy goal. Put differently, runs

on failing banks improve the allocation of fi-
nancial resources. Protecting failed banks
prolongs this misallocation of resources, and
can also undermine the viability of otherwise
solvent banks as the protected banks pursue
risky business strategies. Insulating poorly
performing banks from failure can also keep
destructive business practices and culture in
place. Such propping up can also reduce eco-
nomic growth and labor productivity as the
least-productive banks remain in business
instead of being eliminated from the industry.

Whether deposit withdrawals are “indis-
criminate panics,” orareallocation of deposits
from troubled to healthy banks, is ultimately
an empirical question. Researchers at the
FDIC found that between the second quarter
(Q2) of 2008 and the end of 2010, the worst
of the financial crisis, uninsured depositors
were leaving the least-healthy banks (those
with CAMELS? ratings of 4 and 5), and going
to the healthiest banks (those with CAMELS
ratings of 1 and 2).* This shift is especially im-
pressive given that CAMELS ratings are not
public, yet uninsured depositors were largely
able to distinguish good banks from bad and
move their deposits accordingly. This “reallo-
cation” view is also supported by the fact that
during that time the total amount of domes-
tic deposits in U.S. banks and thrifts was con-
tinually increasing on a quarterly basis. There
quite simply was no broad-based (indiscrimi-
nate) run on U.S. banks in the 2008 financial
crisis. Such was also true for uninsured de-
posits, which were not leaving the banking
system, but rather were being reallocated
within the system.

Economic models of financial crises can
generally be characterized as either “belief-
based” or “fundamentals-based.”® Belief-
based models gained popularity with the
work of John Maynard Keynes and later
Charles Poor Kindleberger.® This early work
was mostly verbal in nature. The most promi-
nent formal model of belief-based crises is
that of Douglas Diamond and Philip Dybvig.”
Channeling Keynes, these models are essen-
tially driven by “animal spirits,” or depositor
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confidence. In their most extreme form, such
models imply that financial panics can just
happen, indiscriminately and without any
change in economic fundamentals. This class
of models provides the theoretical founda-
tion for both deposit insurance and broad
lender-of-last-resort facilities. As these mod-
els rarely offer any empirical predictions, they
are notoriously difficult, if not impossible, to
test or disprove, which perhaps explains their
continued popularity.

In contrast, fundamentals-based models
of financial crises are based on the argument
that underlying weaknesses in either the
economy or the financial system are the driv-
ers of financial crises. Much of this work is
empirical, looking for drivers in the data indi-
cating which “fundamentals” drive crises.® It
is this work, discussed below, which provides
evidence that deposit insurance may be a con-
tributor to financial instability, rather than a
stabilizer, as suggested by the beliefs-based
models. It is my argument herein that funda-
mentals-based models offer a more accurate
description of real-world financial crises and
are better supported by the existing empiri-
cal evidence.

While it is beyond the scope of this chap-
ter, deposit insurance has also been explained
as an attempt to protect smaller banks from
the competitive pressures of larger banks.’ To
the extent that deposit insurance results in a
more fragmented and less-diversified finan-
cial system, it further contributes to reducing
financial stability.

DEPOSIT INSURANCE,
MARKET DISCIPLINE, AND
FINANCIAL STABILITY

In a world without government-provided
deposit insurance, depositors would seek
some assurance that their money was safe.
Some might purchase private insurance
and, as was long done in the case of credit
unions and depositors above the insured
limits, most are likely to look for outward
signs of bank strength. The most important
source of bank strength is the equity of its

shareholders, which would absorb losses be-
fore depositors do. In the absence of deposit
insurance, banks would be pressured to hold
additional capital in order to attract depos-
its, and indeed this is what was witnessed
both before the creation of the FDIC, as well
as when comparing uninsured and insured
banks in those states that offered deposit in-
surance before 1934.

With the creation of the FDIC, banks were
no longer pressured to increase their own
capital by depositors and, unsurprisingly,
capital levels quickly declined.!* Unfortunate-
ly, this shift not only reduced the cushion pro-
tecting depositors from loss, but in reducing
the likelihood of insolvency, it also changed
the incentives facing shareholders. When
shareholders (and their agents, management)
bear most of the downside of their risk-taking,
they face strong incentives to internalize that
risk. If, however, losses are more likely to fall
on others, either depositors or the insurance
fund, then shareholders are incentivized to
take more risk. Perversely, not only does the
provision of deposit insurance reduce the
cushion of equity in banks, it also increases
the variance (risk) of their investments. Thus,
both the asset and liability sides of the bank
balance sheet are distorted in destructive
ways by deposit insurance.

Proponents also claim that deposit in-
surance helps mitigate contagion, whereby
one bank failure causes other healthy banks
to fail, but the contagion effect of panics
has been grossly exaggerated." The spread
of poor incentives encouraged by deposit
insurance—another type of contagion—have
not been broadly recognized. Because depos-
it insurance reduces the incentives to hold
more capital, shareholders seeking greater
returns on equity will shift toward banks
with higher leverage. Management will face
competitive pressures to increase leverage
or else be disadvantaged. As Kevin Dowd
has rightly observed, “Deposit insurance
thus makes a strong capital position a li-
ability, putting well-capitalized banks at a
competitive disadvantage.”?
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This disadvantage is not just a theoreti-
cal curiosity. One of the “victims” of deposit
insurance was, ironically enough, First Na-
tional Bank, which had distinguished itself as
a “safe” bank by widely advertising its strong
capital position. This strength was one reason
it weathered the Great Depression, but the
creation of the FDIC eroded its ability to com-
pete for deposits on the basis of that strong
capital position. It was ultimately forced to
sell out to National City Bank (the early ver-
sion of Citibank). As The New York Times
observed on the event of this merger in 1954,

“When people began to cease worrying about
the safety of their deposits the premium de-
clined on a bank that had made a name for it-
self as the epitome of conservatism.”?

A Brief History of Deposit Insurance
in the United States. Deposit insurance is
generally associated with the Banking Act
0f 1933, which also instituted the separation
of commercial and investment banking.* A
handful of states, however, experimented
with government-backed deposit insurance,
beginning with New York’s bank-obligation
fund in 1829, which covered circulating bank
notes as well as deposits. Five additional
states followed New York’s lead in creating
deposit-insurance funds in the antebellum
period—Vermont, Indiana, Michigan, Ohio,
and Iowa."”” Ohio and Iowa only insured cir-
culating bank notes, which was the common
medium of exchange before the National
Bank Act 0of 1863.

All six state funds worked quite differently
than the current FDIC model. Three of the six
only paid claims once a bank liquidation was
completed, and while two paid claims imme-
diately, those claims were in part covered by
special assessments on the remaining solvent
banks in the state. All six states established
some form of examination and supervision
of covered institutions, as well as requiring
regular condition reports.

Michigan’s deposit insurance fund was
the first to fail, closing its doors in 1842 with
a deficit in current dollars of over $1 million
(almost $28 million in 2016 dollars). Vermont

followed next with a minor deficit. New York,
Ohio, and Iowa wound down their funds by
1866 with the spread of “free banking” and the
creation of the national banking system. De-
posit insurance, at the state level, would con-
tinue to be debated, but another fund would
not be created until 1908 in Oklahoma. Be-
tween then and World War I, Kansas, Nebras-
ka, Texas, Mississippi, South Dakota, North
Dakota, and Washington State would follow
with their own deposit-insurance funds.

Washington State’s fund was created in
1917 and failed in 1921. By 1930, the remaining
state funds had closed, often leaving behind
considerable bills to be paid by their citizens.!
Despite, or perhaps because of, the failure of
state-level deposit-insurance funds, and the
evidence that such funds increased bank fail-
ures, Congress considered around 150 sepa-
rate proposals between 1886 and 1933, when
the Federal Deposit Insurance Fund was cre-
ated on a temporary basis, and later made per-
manent in the Banking Act 0f 1935.

What ultimately provided the momen-
tum for congressional action was the mass of
bank failures (suspensions) in the early 1930s.
While the boom years of the 1920s witnessed
around 600 failures per year, of mostly small
agricultural banks, in 1930 alone, bank fail-
ures surpassed 1,000. Annual failures even-
tually peaked with 4,000 failures in 1933, as
depositors pulled gold out of banks in an-
ticipation of President Franklin Roosevelt’s
eventual devaluation and abandonment of
the gold standard. Total losses for deposi-
tors were relatively small as a percent of total
deposits during this time. Even in the worst
year for bank failures, 1933, total losses rep-
resented just over 2 percent of total system
deposits. Even limited to failing banks in 1933,
depositors on average received 85 percent of
their deposits.

Under the Banking Act of 1933 the FDIC
was authorized to pay a maximum of $2,500
to depositors of failed, insured banks, equal
to around $46,000 in 2016 dollars. Lydia Lob-
siger was the first depositor to receive a check
from the FDIC (for $1,250) when the Fond du
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Lac State Bank in East Peoria, Illinois, was the
first FDIC-insured bank to fail in May 1934."

Between its creation and the beginning of
World War 11, the FDIC handled the failure of
370 banks. After recoveries, losses amounted
to around $20 million (about $350 million
in 2016 dollars) for those 370 pre-WWII-
insured failures. The war years and following
Cold War period were quiet ones in terms of
bank failures, with annual failures remaining
in the single digits until 1975.

Not long after the failure of Fond du Lac
State Bank in 1934, coverage was raised to
$5,000 per depositor, where it remained until
1950, when it was raised to $10,000.® Cover-
age levels were increased to $15,000 in 1966,
to $20,000 in 1969, and quickly thereafter
doubled to $40,000 in 1974.° The increase to
$100,000 occurred in 1980,%° which remained
in place until 2005, when it was increased to
$250,000 for retirement accounts,® which
was later made permanent for all accounts by
the Dodd-Frank Act.?? The current $250,000
ceiling is, in inflation-adjusted terms, more
than six times the original 1933 coverage limit.

The conventional wisdom is that by reduc-
ing the number of bank runs, the FDIC has
reduced the cost of bank failures. While there
are theoretical reasons to both support and
reject that contention, it is ultimately an em-
pirical question. Rutgers University professor
Eugene White made an initial attempt after
the bank failures of the 1980s to determine if
the FDIC did indeed reduce costs. Professor
White concluded that “deposit insurance did
not substantially reduce aggregate losses from
bank failures and may have raised them.”*
White is clear that such a conclusion depends
on a number of assumptions, but that reason-
able assumptions suggest skepticism over any
claim that the FDIC has reduced the losses
from bank failures. His analysis also leaves
out losses from the savings and loans (S&Ls),
as well as those of the 2008 financial crisis.

The period between the New Deal and the
S&L crisis is sometimes called the Quiet Pe-
riod in American banking, for its relative sta-
bility. One regularly heard rationale for this

relative stability is the existence of deposit in-
surance, which is claimed to have ended pan-
ics. Undercutting this hypothesis is that the
percentage of deposits explicitly insured was
considerably smaller during the Quiet Period
than after, when two major crises occurred
and several smaller bank crises ensued. Be-
tween the establishment of the FDIC and 1980,
approximately half of deposits were insured,
implying that the other half were uninsured
(and hence subject to runs). Since 1980, almost
two-thirds of deposits have been explicitly in-
sured. The 1980s also gave rise to the notion of
Too Big to Fail, with the rescue of Continental
Illinois. If there has been an implicit guaran-
tee of uninsured deposits, it has undoubtedly
been stronger since 1980. In terms of the com-
mercial banking sector, the explicit (and likely
implicit) safety net was actually smaller during
the Quiet Period relative to recent decades, yet
panics have still occurred.*

BROKERED DEPOSITS#

Between 7 percent and 10 percent of depos-
its are channeled via deposit “brokers”—indi-
viduals or organizations that assemble large
amounts of deposits and then place those
deposits in banks and thrifts. The primary
purpose of brokering is to allow individuals
to spread their deposits across institutions,
thereby obtaining insurance coverage in ex-
cess of the coverage cap (currently $250,000).
Brokers are also used to assist large deposi-
tors in searching for the banks that offer the
highest deposit rates.

The use of brokered deposits has long at-
tracted regulatory scrutiny. In the early 1980s,
for instance, the FDIC attempted to deny in-
surance coverage to brokered deposits, only
to have its effort overturned due to a lack of
statutory authority.?® This scrutiny derives
from two sources: First, brokering can be
viewed as an attempt to circumvent the cover-
age limit, which is intended to restrict cover-
age to “retail” depositors. It is fair to say that
few working-class or middle-class families
use deposit brokers; their holdings of depos-
its are simply too small. Second, the use of
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brokered deposits has long been associated
with a higher probability of bank failure. Con-
cern about brokered deposits has thus been
expressed both in terms of fairness as well as
safety and soundness.

The most recent FDIC analysis of brokered
deposits finds that the largest 36 banks, those
with over $50 billion in assets, account for
half of all brokered deposits. The more than
6,000 banks with under $1 billion in assets
account for less than 9 percent of brokered
deposits. Essentially, the largest banks are
using brokered deposits as a form of insured
wholesale funding. In fact, more than half of
insured depositories report not holding any
brokered deposits. Just over a third of bro-
kered deposits consist of “sweep” accounts
used by investment banks on behalf of their
clients, whereby idle customer balances are
swept into insured accounts.

Currently, the only significant restrictions
on the use of brokered deposits are for banks
that are critically undercapitalized, which at
any time constitute a small number. To fur-
ther the public interest and improve financial
stability, Congress should eliminate FDIC in-
surance coverage for brokered deposits. The
FDIC lacks authority to do so on its own. This
action would end insurance coverage for just
over $500 billion in deposits. Such could be
achieved applying insurance coverage limits
to individuals, rather than allowing multiple
accounts for individuals. If Congress is un-
willing, as it has been in the past, to eliminate
coverage for brokered deposits completely,
the use of brokered deposits for any single
bank should be limited to no more than 10
percent of said bank’s total deposits.

DEPOSIT INSURANCE AROUND
THE WORLD

Despite the conventional American wis-
dom that deposit insurance increases finan-
cial stability, which is contradicted by a large
body of research, few other countries em-
braced deposit insurance before the 1970s.
In fact, before 1970, the number of countries
with explicit deposit insurance systems was

still in the single digits. A large push by inter-
national government organizations resulted
in a massive expansion of deposit insurance
with almost 90 countries today having ex-
plicit deposit insurance schemes.?” Another
34 countries are currently considering some
form of official deposit insurance or are in the
process of implementing such.?®

The financial crisis of 2008 resulted in
substantial increases in explicit government
deposit insurance coverage. Before the crisis,
most European countries offered coverage
equivalent to around 140 percent of per capita
income. The United States maintained higher
coverage of around 210 percent of per capita
income, and, subsequently, expanded cover-
age to over 540 percent of per capita income.
Post-crisis Europe now displays coverage lev-
els of almost 500 percent of per capita income.

In dollar-equivalent terms, only Australia
offers higher deposit insurance coverage than
the United States. Most countries in Western
Europe currently offer coverage of approxi-
mately $137,000, just over 50 percent of the
value of U.S. coverage. A number of EU coun-
tries also cover the deposits of local branches
of foreign banks, where the U.S. does not. The
U.S. does, however, offer some coverage to for-
eign branches of U.S. banks.*

Coverage levels are not the only differenc-
es among deposit insurance systems. The U.S.,
for instance, is one of the few systems that
cover interbank deposits. A number of de-
posit insurance systems require coinsurance,
where the depositors bear some portion of
the loss, in order to reduce moral hazard. Usu-
ally, coinsurance is at the level of 10 percent or
20 percent of coverage, meaning that deposi-
tors are responsible for between 10 percent
and 20 percent of any losses. Coinsurance is
at 10 percent in many European countries.*
A small number of countries, such as Switzer-
land and Luxembourg, with explicit deposit
insurance systems leave the administration
and funding of those systems to the private
sector.® A few countries also allow deposits to
be offered without compulsory coverage. The
U.S. system could be improved by adopting
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some of the characteristics of other deposit
insurance systems, as suggested by Thomas
Hogan and Kristine Johnson.*?

The introduction of deposit insurance
schemes has direct effects on other financial
sectors within the economy. Deposit insur-
ance will change the incentives facing house-
holds in terms of where those households
should place their savings. Scholars have
found, for instance, that countries with ex-
plicit deposit insurance schemes have smaller
equity markets, all else being equal.*® Such
coverage may not only increase financial in-
stability, it may ultimately reduce economic
growth as investment is pulled away from
more productive uses within the economy.

While the expansions of coverage in both
the U.S. and Europe was mistakenly seen as
necessary for stabilizing the financial system
and the broader economy, these expansions
will likely result in greater financial crises, es-
pecially in Europe, where commercial banks
dominate the financial system to a greater
degree than in the United States. European
countries, as well as those in Asia, would better
serve the goals of financial stability by rolling
back the recent extensions in deposit insur-
ance coverage. Movements toward an EU-
wide deposit insurance fund should also be
abandoned, as such would greatly reduce mar-
ket discipline, especially on banks in Southern
Europe. Similarly, China should abandon its
efforts at creating a government-backed de-
posit insurance system. The United States’ ex-
perience with deposit insurance should largely
be viewed as model of what not to do.

DEPOSIT INSURER AS RECEIVER

The FDIC is primarily known to the public
as the insurer of bank deposits. However, the
FDIC plays another important role in our finan-
cial markets, especially in times of crisis: the
role of receiver, or liquidator, of failed banks.*

A receiver or conservator is essentially
an administrative agency that performs the
same role as would a bankruptcy court. Prior
to the creation of the FDIC, courts were often
appointed as receivers for failed institutions.

In some instances, state bank regulators have
also served as administrative receivers for
banks chartered under their authority.

The primary purpose of a resolution re-
gime, whether an administrative receiver or a
court-supervised bankruptcy, is to determine
the allocation of losses among shareholders
and creditors. A receivership is generally lim-
ited to instances where the assets of a bank
are less than its liabilities. To put it bluntly,
not everyone is going to get what they were
promised, and the main task of the receiver is
to referee who gets how much.

Generally “who gets what” is determined
ahead of time by a “chain of priorities.” For
instance, debt holders would be paid in full
before any distribution to equity holders.
Within the group of equity holders, preferred
shareholders would receive funds before any
distribution to common shareholders, who
generally receive little, if anything, in a reso-
lution. There will also be a chain of priorities
among debt holders, with some creditors se-
nior to others. Secured creditors are generally
paid before unsecured creditors. Administra-
tive expenses of the receiver, such as main-
taining the operations of the bank, are first in
priority. Even uninsured depositors are likely
toreceive somethingin areceivership, despite
their uninsured status. While a receiver has
some discretion, chains of priority are often

“hardwired” into statute or regulation, with
the primary role of the receiver as estimating
the value of assets and claims, and according-
ly the payouts resulting from those claims.

Bankruptcy courts generally respect the
chain of priorities to which private parties
have contracted. Common shareholders are
paid last; such was the deal going in. Laws
governing receivership often explicitly favor
certain creditors over others.* Under a bank
receivership, for instance, the FDIC has gen-
erally treated foreign depositors differently
than U.S. domestic depositors.?® The very
structure of the FDIC treats depositors as a
class separate from unsecured creditors.

Receivers are occasionally claimed to be
superior to a court-supervised bankruptcy
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due to concerns over potential contagion
or panics. During the 2008 financial crisis,
for instance, it was often claimed that firms
could not enter bankruptcy without causing a
broader panic. The failure of Lehman Broth-
ers is perhaps the best-known example of this
concern.” While there is little debate over the
ability of bankruptcy courts to resolve finan-
cial firms and allocate losses, the question is
often one of speed. The FDIC, for instance,
allows insured depositors, and occasionally
other creditors, to be paid immediately. While
this is allowable under the bankruptcy code, it
is not usual practice. Title II of Dodd-Frank
is essentially a mechanism for quickly resolv-
ing non-bank financials in a manner similar
to the mechanism for banks, with the excep-
tion that Title IT appears on its surface only to
allow liquidation. It also allows protection of
certain creditors to forestall a panic. Accord-
ingly, an administrative resolution regime is
presented as an avenue for containing finan-
cial market contagion.

Whether an administrative resolution is
quicker than a court-supervised bankruptcy
is an empirical question. Both an administra-
tive agency and court face similar tasks, such
as judging the validity of claims. For most, if
not all, of these tasks the FDIC has no “special
sauce” that the courts lack. The limited data
that exist suggest that FDIC receiverships are
no faster than the typical Chapter 11 proceed-
ing; both have a median time to resolution of
28 months.* Since the FDIC is generally the
largest creditor in the resolution of a deposi-
tory, FDIC management of a failed deposi-
tory may indeed offer some cost savings. In
the case where the FDIC is not the largest
creditor, for instance with an insurance com-
pany, it is unlikely that FDIC management is
cost-effective.

Prior to the passage of the Dodd-Frank Act,
the FDIC could only serve as the receiver for a
federally insured depository. If that depository
were a subsidiary of a larger holding company,
the FDIC could only look to the assets of that
subsidiary. For instance, had American Inter-
national Group (AIG) been allowed to enter

bankruptcy, the receivership authorities of
the FDIC would have only applied to the de-
pository subsidiary and not the remainder of
AIG. This arrangement has occasionally left
the FDIC in the role of general creditor, sub-
ject to the deliberations of a bankruptcy court.
The FDIC has long sought to have receiver au-
thority over holding companies that contain
depository subsidiaries. That authority, along
with potential receivership of any failing large
non-bank financial, was finally granted under
the Dodd-Frank Act.*

A critical difference between a court-su-
pervised bankruptcy and an FDIC-supervised
receivership is the relative availability of out-
side funding. A bankrupt company may seek

“debtor-in-possession” or other short-term
senior financing to facilitate a re-organization,
but the court itself has no access to outside
funds that can then be used to pay creditors.
In contrast, the FDIC has the deposit insur-
ance fund, which it has occasionally used to
cover creditor claims that would not have oth-
erwise been recoverable solely from the assets
of a failed institution. Because of this built-in
availability of funds, creditors are more likely
to be protected in a FDIC receivership than
under a court-supervised bankruptcy.

Sections 201 and 204 of the Dodd-Frank
Act give the FDIC further authority under the
orderly liquidation of a non-bank financial to
pay creditors beyond what they could have re-
covered from a failed institution’s assets. For
instance, Section 201 allows the FDIC to pay

“any obligations” itbelieves are “necessary and
appropriate.” Section 204 allows the FDIC to
purchase any debt obligation of a failing in-
stitution at, or even above, par. Depending on
how the FDIC chooses to conduct the orderly
liquidation of a failing non-bank, creditors to
that institution may be ultimately protected
from market discipline, increasing moral haz-
ard and undermining financial stability. This
may well be the reason that Dodd-Frank’s or-
derlyliquidation authority mirrors a proposal
first put forth by a large bank.*°

Authorities similar to Dodd-Frank’s or-
derly liquidation authority were created to
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cover Fannie Mae and Freddie Mac under
the Housing and Economic Recovery Act of
2008. Despite being granted such authorities,
and having the ability to protect the taxpayer
from loss and the option of imposing losses
on creditors, regulators chose to ignore those
options and protect creditors at the expense
of taxpayers. As regulators were unwilling
to protect taxpayers and impose market dis-
cipline in the case of Fannie Mae and Fred-
die Mac, it remains at best an open question
whether regulators would take that course of
action in the case of large banks or other fi-
nancial companies.*!

At a minimum, the FDIC’s role in the reso-
lution of non-bank financials should return to
the role it had prior to the Dodd-Frank Act. If
ultimately, as proposed below, deposit insur-
ance coverage is significantly reduced, the
role of the FDIC in bank resolution can also
be reduced. As long as there are large num-
bers of FDIC-insured depositors, having a
single organization, such as the FDIC, act on
their behalf in a resolution is likely the most
cost-effective route. Other creditors, such as
large debt holders, however, may be best situ-
ated torepresent their own interests, as would
happen under a court-supervised bankruptcy.
Congress may also choose to clarify unin-
sured creditor priorities under a receivership.
If there are indeed legitimate concerns re-
garding depositor runs, uninsured depositors
can be made senior to other uninsured credi-
tors, such as bondholders.

POLICY SOLUTIONS

The public interest would be further
served if Congress reduced federal deposit in-
surance coverage to the pre-S&L crisis limit
of $40,000. To further the goal of reducing
systemic risk, Congress should also limit the
total deposit insurance coverage of any one
bank to 5 percent of total insured deposits.
Given the current amount of FDIC-insured
deposits, approximately $7 trillion, such
would imply that no one bank would hold
more than $350 billion in insured deposits.
There are currently only four banks above

that level. A transition plan would have to be
developed to allow these banks to either shed
their excess insured deposits or shift to other
funding sources.

The FDIC, as of (Q1) 2016, backs almost $7
trillion in deposits, approximately 60 percent
of outstanding U.S. domestic deposits. This
figure also represents a 50 percent increase—
more than $2 trillion—in insured deposits
since year-end 2007. Perhaps more shocking
is that the amount also represents an almost
doubling of insured deposits since 2003. Part
of this increase was due to the Federal Depos-
it Insurance Reform Act of 2005, which raised
the limit for deposit insurance for retirement
accounts to $250,000. Congress should repeal
those provisions of the 2005 act that raised
the limits. Congress also, within the Troubled
Asset Relief Program (TARP), raised the de-
posit insurance cap to $250,000 until January
1, 2010. Dodd-Frank essentially made TARP’s
coverage expansion permanent.

Dodd-Frank’s Section 335 extends the
2005 retirement coverage limit of $250,000
to all accounts. According to the Federal Re-
serve’s Survey of Consumer Finance, the me-
dian U.S. household held $4,100 in a checking
account.*? For the less than 10 percent that
held certificates of deposit, the median hold-
ing was $16,000.** A cap of $40,000 (the pre-
S&L crisis limit would more than adequately
cover the vast majority of U.S. households
while also greatly improving market disci-
pline of U.S. banks. Even the typical (median)
retirement account, not all of which are held
at banks, is under $60,000. A reduced cap
should also apply to brokered deposits, in or-
der to both reduce the incentives to evade the
cap and to reduce moral hazard on the part of
depositors. In order to facilitate this reform,
insurance coverage should only be available
to parties that hold deposit accounts in their
Oown name.

The holdings of deposits are also highly
concentrated. For instance, a fourth of all
deposits are held by the wealthiest 1 per-
cent of households.** The top 10 percent of
households hold 67 percent of all deposits.*®
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These wealthiest households also, on aver-
age, have considerable non-deposit sources
of wealth. Middle-income and low-income
families would still be completely protected
after significant reductions are made to FDIC
deposit insurance coverage. Furthermore, be-
cause the presence of FDIC insurance crowds
out firms that would otherwise offer private
deposit insurance, reducing the coverage of
FDIC insurance would likely bring more pri-
vate capital into the private deposit insur-
ance market.

CONCLUSIONS

Government-backed deposit insurance
weakens market discipline, increases moral
hazard, and leads to higher financial risk
than would otherwise exist, thus weakening
the banking system. Less government and
more private insurance or shareholder equity

increases private consumers’ and capital sup-
pliers’ incentives to worry about the financial
risks and health of banks, thus introducing
market discipline into the system, lowering
moral hazard, and strengthening the bank-
ing system.

Ultimately, government-provided deposit
insurance should be phased out fully. Doing
so would likely result in reduced bank lever-
age (higher shareholder equity), more market
discipline, a larger equity market relative to
the banking system, less volatility in bank as-
sets, and overall greater financial stability. In
the interim, coverage should be reduced to
more closely align with protecting small retail
investors. Coverage could easily be reduced to
around $40,000 per individual while continu-
ing to cover the overwhelming majority of
household accounts.

—Mark A. Calabria, PhD, is Director of Financial Regulation Studies at the Cato Institute. He was
previously a member of the Senior Professional Staff of the U.S. Senate Committee on Banking, Housing,

and Urban Affairs.

24 Prosperity Unleashed: Smarter Financial Regulation



ENDNOTES:

1.

General statistics on the FDIC's deposit insurance fund can be found, on a quarterly basis, in the FDIC Quarterly, https://www.fdic.
gov/bank/analytical/quarterly/ (accessed October 8, 2016).

Federal Deposit Insurance Corporation, FDIC Quarterly, “Quarterly Banking Profile: Third Quarter 2008,” Vol. 2, No. 4 (2008), p. 14,
https://www.fdic.gov/bank/analytical/quarterly/2008_vol2_4/FDIC139_QuarterlyVol2No4 Web.pdf (accessed October 8, 2016).

The CAMELS rating classifies banks’ overall condition. The acronym stands for Capital adequacy, Assets, Management capability,
Earnings, Liquidity, and Sensitivity to market risk.

Rosalind Bennett, Vivian Hwa, and Myron Kwast, “Market Discipline by Bank Creditors During the 2008-2010 Crisis,” Journal of
Financial Stability, Vol. 20 (2015), pp. 51-69, https:/www.fdic.gov/bank/analytical/cfr/2014/wp2014/WP_2014_03.pdf (accessed
October 8, 2016).

For a good introductory discussion to both sets of models, see Todd Knoop, Modern Financial Macroeconomics: Panics, Crashes,
and Crises (Malden, MA: Blackwell Publishing, 2008), Chap. 8. See also Charles Calomiris and Gary Gorton, “The Origins of
Banking Panics, Models, Facts, and Bank Regulation,” in Glenn Hubbard, ed., Financial Markets and Financial Crises (Chicago:
University of Chicago Press, 1991).

Charles Poor Kindleberger. Manias, Panics, and Crashes: A History of Financial Crises (New York: Palgrave Macmillan, 1978).

Douglas W. Diamond and Philip H. Dybvig, “Bank Runs, Deposit Insurance, and Liquidity,” Journal of Political Economy, Vol. 91,
No. 3 (1983), pp. 401-419.

Fundamentals-based models also have a long lineage, starting at least with Wesley Clark Mitchell, Business Cycles and Their
Causes (Berkeley, CA: University of California Press, 1941). An early and influential formal model, building upon Mitchell, is
Franklin Allen and Douglas Gale, “Optimal Financial Crises,” The Journal of Finance, 1998, Vol. 53 (1998), pp. 1245-1284.

For instance, see Charles Calomiris and Stephen Haber, Fragile by Design: The Political Origins of Banking Crises and Scarce Credit
(Princeton, NJ: Princeton University Press, 2014).

Clifford Thies and Daniel Gerlowski, “Deposit Insurance: A History of Failure,” Cato Journal, Vol. 8 (1989), pp. 677-693.

See, for instance, Bong-Chan Kho, Dong Lee, and Rene Stulz, “U.S. Banks, Crises, and Bailouts: From Mexico to LTCM,” American
Economic Review, Vol. 90, No. 2 (2000), pp. 28-31, https://fisher.osu.edu/supplements/10/10402/US-Banks-Crises-Bailouts.pdf
(accessed October 8, 2016).

Kevin Dowd, “Deposit Insurance: A Skeptical View,” Federal Reserve Bank of St. Louis Economic Review (January/February 1993),
https://research.stlouisfed.org/publications/review/93/01/Dowd_Jan_Feb1994.pdf (accessed October 8, 2016).

Cited in Harold van B. Cleveland and Thomas F. Huertas, Citibank, 1812-1970 (Cambridge: Harvard University Press, 1985), p. 240.

Specifically, federal deposit insurance was created under Section 8 of the act of June 16, 1933 (Public Law 66), which amended
Section 12B of the Federal Reserve Act. Section 12B was later amended by Section 101 of the act of August 23, 1935 (Public Law
305). Section 12B was later withdrawn and made into its own act known as the Federal Deposit Insurance Act.

Warren Weber, “Bank Liability Insurance Schemes Before 1865,” Federal Reserve Bank of Minneapolis Working Paper No. 679,
December 2011, https:/www.minneapolisfed.org/research/wp/wp679.pdf (accessed October 8, 2016).

See, for example, in the case of Texas, Linda Hooks and Kenneth Robinson, “Deposit Insurance and Moral Hazard: Evidence from
Texas Banking in the 1920s,” Journal of Economic History, Vol. 62, No. 3 (2002), pp. 833-853.

Federal Deposit Insurance Corporation, Annual Report, 1994, p. 34, https://fraser.stlouisfed.org/docs/publications/fdic/fdic_
ar_1994.pdf (accessed October 8, 2016).

Christine M. Bradley, “A Historical Perspective on Deposit Insurance Coverage,” FDIC Banking Review, December 2000,
https://www.fdic.gov/bank/analytical/banking/2000dec/brvi3n2_1.pdf (accessed October 8, 2016).

Ibid.

Ibid.

The 2005 increase was part of the Federal Deposit Insurance Reform Act of 2005 (Title II, Subtitle B, of the Deficit Reduction Act
of 2005, Public Law 109-171, February 8, 2006).

Section 335 of Dodd-Frank made the 2005 change permanent: Mark Calabria, “Rethinking Title Ill: The Federal Deposit Insurance
Corporation and Other Subtitles,” in Norbert J. Michel, ed., The Case Against Dodd-Frank: How the “Consumer Protection” Law
Endangers Americans (Washington, DC: The Heritage Foundation, 2016), http://thf-reports.s3.amazonaws.com/2016/The%20
Case%20Against%20Dodd-Frank.pdf (accessed October 8, 2016).

The Heritage Foundation | heritage.org 25



23.

24.

25.

26.

21.

28.

29.

30.

3l

32.

33.

34

35.

36.

3.

38.

39.

40.

Eugene White, “The Legacy of Deposit Insurance: The Growth, Spread, and Cost of Insuring Financial Intermediaries,” in Michael
D. Bordo, Claudia Goldin, and Eugene N. White, eds., The Defining Moment: The Great Depression and the American Economy in
the Twentieth Century (Chicago: University of Chicago Press, 1988).

Joe Weisenthal, “There Really Was a Massive Run on WaMu,” Business Insider, October 29, 2009, http://www.businessinsider.
com/there-really-was-a-massive-run-on-wamu-2009-10 (accessed October 8, 2016), and Jonathan Rose, “Old-Fashioned
Deposit Runs,” Federal Reserve Board of Governors, Finance and Economics Discussion Series 2015-111,

November 2015,

https://www.federalreserve.gov/econresdata/feds/2015/files/20151pap.pdf (accessed October 8, 2016).

This section is largely based on: Federal Deposit Insurance Corporation, “Study on Core Deposits and Brokered Deposits,”
July 8, 2011, https://www.fdic.gov/regulations/reform/coredeposits.ntml (accessed October 8, 2016). The report was mandated by
Section 1506 of the Dodd-Frank Wall Street Reform and Consumer Protection Act.

The FDIC's authorities over brokered deposits can be found under Section 29 of the Federal Deposit Insurance Act,
https://www.fdic.gov/regulations/laws/rules/1000-3000.html#fdic1000sec.29 (accessed November 1, 2016).

For a full list of deposit insurance schemes by country, see International Association of Deposit Insurers, “Deposit Insurance
Systems Worldwide,” June 10, 2016, http://www.iadi.org/en/deposit-insurance-systems/dis-worldwide/ (accessed
October 8, 2016).

International Association of Deposit Insurers, “Systems Under Development,” August 26, 2016, http://www.iadi.org/en/deposit-
insurance-systems/systems-under-development/ (accessed October 8, 2016).

For coverage limits by country, see International Association of Deposit Insurers, “Enhanced Guidance for Effective Deposit
Insurance Systems: Deposit Insurance Coverage,” March 2013, http://www.iadi.org/en/assets/File/Papers/Approved%20
Guidance%20Papers/IADI_Coverage_Enhanced_Guidance_Paper.pdf (accessed October 8, 2016).

Asli Demirguc-Kunt, Baybars Karacaovali, and Luc Laeven, “Deposit Insurance Around the World: A Comprehensive
Database,” The World Bank, April 2005, http://siteresources.worldbank.org/INTRES/Resources/469232-1107449512766/
DepositinsuranceDatabasePaper DKL.pdf (accessed October 8, 2016).

Policymakers have proposed privatizing the FDIC, though such plans have never been implemented. See, for instance, Peter
Wallison, Back from the Brink: A Practical Plan for Privatizing Deposit Insurance and Strengthening Our Banks and Thrifts
(Washington, DC: AEI Press, 1990).

Thomas Hogan and Kristine Johnson, “Alternatives to the Federal Deposit Insurance Corporation,” The Independent Review
(Winter 2016), http://www.independent.org/publications/tir/article.asp?a=1115 (accessed October 8, 2016).

Mikael Bergbrant et al., “Does Deposit Insurance Retard the Development of Non-Bank Financial Markets?” Journal of Banking &
Finance, Vol. 66 (May 2016), pp. 102-125.

Generally, see Phoebe White and Tanju Yorulmazer, “Bank Resolution Concepts, Trade-offs, and Changes in Practices,” Federal
Reserve Bank of New York Economic Policy Review, December 2014, pp. 153-173, https://www.newyorkfed.org/medialibrary/
media/research/epr/2014/1412whit.pdf (accessed October 8, 2016).

The main contours of bank receivership law are found in Sections 11, 12, and 13 of the Federal Deposit Insurance Act;
implementing regulations are found at Part 360 “Resolution and Receivership Rules,” https:/www.fdic.gov/regulations/laws/
rules/2000-7800.html (accessed November 1, 2016), and codified under 12 U.S. Code 1821(d)(1), 1821(c)(10)(C), 1821(d)(11), 1821(e)
(1), 1821(e)(8)(D)(1), 1823(c)(4), and 1823(e)(2).

Christopher Curtis, “The Status of Foreign Deposits Under the Federal Depositor-Preference Law,” University of Pennsylvania
Journal of International Economic Law, Vol. 21 (Summer 2000), pp. 237-271.

Federal Deposit Insurance Corporation, “The Orderly Liquidation of Lehman Brothers Holdings under the Dodd-Frank Act,” FDIC
Quarterly, Vol. 5, No. 2 (201), https://www.fdic.gov/bank/analytical/quarterly/201_vol5_2/lehman.pdf (accessed
October 8, 2016).

For data sources, see Mark Calabria, “Failing Banks: Bankruptcy or Receivership?” Cato at Liberty, May 3, 2010, http://www.cato.
org/blog/failing-banks-bankruptcy-or-receivership (accessed October 8, 2016).

12 U.S. Code 5389; 12 U.S. Code 5390(s)(3); 12 U.S. Code 5390(b)(1(C); 12 U.S. Code 5390(a)(7)(D); 12 U.S. Code 5381(b); 12 U.S.
Code 5390(r); and 12 U.S. Code 5390(a)(16)(D). These provisions also appear at Federal Deposit Insurance Corporation, “Certain
Orderly Liquidation Authority Provisions under Title I of the Dodd-Frank Wall Street Reform and Consumer Protection Act,”
Federal Register, Vol. 76, July 15, 2011, p. 41639, https://www.fdic.gov/regulations/laws/federal/2011/Mfinaljuly15.pdf (accessed
November 1, 2016).

Jamie Dimon, “Banks Should Be Allowed to Expand—and Fail,” The Washington Post, November 13, 2009,
http://www.washingtonpost.com/wp-dyn/content/article/2009/11/12/AR2009111209924.html (accessed October 8, 2016).

26

Prosperity Unleashed: Smarter Financial Regulation



42.

43,
44,

45.

Mark Calabria, “The Resolution of Systematically Important Financial Institutions: Lessons from Fannie and Freddie,” Cato
Institute Working Paper No. 25, January 13, 2015, http://www.cato.org/publications/working-paper/resolution-systematically-
important-financial-institutions-lessons-fannie (accessed October 8, 2016).

Federal Reserve Board of Governors, “Changes in U.S. Family Finances from 2010 to 2013: Evidence from the Survey of Consumer
Finances,” Federal Reserve Bulletin, Vol. 100, No. 4 (September 2014), p. 16, http://www.federalreserve.gov/pubs/bulletin/2014/
pdf/scfl4.pdf (accessed October 8, 2016).

Ibid.

See Table 7 in Edward Wolff, “Household Wealth Trends in the United States, 1962-2013: What Happened Over the Great
Recession?” NBER Working Paper No. 20733, 2014, http://www.nber.org/papers/w20733 (accessed October 8, 2016).

Ibid.

The Heritage Foundation | heritage.org 27






CHAPTER 2:

A Simple Proposal
to Recapitalize the
U.S. Banking System

Kevin Dowd, PhD

P roposals to reform the banking system generally fall into two types. The first type are proposals for more
regulation—such as that entailed by the Basel accords and the Dodd-Frank Act. However, these “solu-
tions” are costly and never work as intended. The second type can be described as idealistic: These propose
idealized radical solutions based on an underlying theory of the way banking is, or is not, supposed to work.
These vary in merit from the ridiculous to the sublime. Whatever their intrinsic merits, getting such reforms
implemented is a major uphill battle if for no other reason than that they are commonly regarded as politi-

cally unthinkable.

There may, however, be a third way: Do not
propose ever more regulation, but do not pro-
pose to dismantle existing regulatory struc-
tures either. Instead, offer banks the choice
of opting out of the regulatory system. Such
an opt-out has considerable attractions. It is
simple, easily implemented, and avoids more
regulation, more complexity, and higher com-
pliance costs. It offers more choice rather
than more compulsion, and allows bankers
to ignore it if they prefer, a feature that also
makes it difficult for the banking lobby to
mount a credible objection. Most of all, it of-
fers the potential to set in motion a virtuous-
circle dynamic that could be not just benefi-
cial, but transformative.

This chapter proposes a regulatory off-
ramp in which banks be allowed to opt out of
any requirements to comply with federal pru-
dential regulation on the condition that they

provide strong and credible reassurance of
their financial robustness. This reassurance
would take the form of abinding commitment
to maintain a much higher minimum-capital
ratio than any major banks currently main-
tain. The type of capital ratio referred to here
isin the traditional pre-Basel sense—aratio of
core capital to total assets, or a similar mea-
sure.! To use more contemporary terminology,
the proposal uses a high minimum-required-
leverage ratio.

An intuitive way to think about this pro-
posal is as follows. The purpose of pruden-
tial regulation is—so it is claimed—to ensure
that the banks are safe; but the purpose of a
high-capital/leverage ratio is also to ensure
that banks are safe. Prudential regulation and
higher capital are substitutes for each other
toward the same end. The former can there-
fore be dispensed with, provided that banks
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commit to the latter. However, these sub-
stitutes differ in that prudential regulation
is very costly and often ineffective, whereas
high capital involves near-zero cost and is
highly effective. In the current system, the
banks are compelled to go the former route,
but the latter has considerable upsides and no
discernible downside.

This proposal is very much in the spirit of
“second-best” economics. In an ideal world—
free of government interventions that encour-
age and subsidize excessive risk-taking—there
would be no capital-adequacy issue and no
need for any capital adequacy regulation. In
such a world, banks’ capital ratios would be
decided by the bankers themselves, like any
business policy decision, such as how much to
lend, to whom to lend, and the reserve ratios
they should maintain. Competition among the
banks would then help them determine their
“optimal” capital ratios. If abank maintained a
very high capital ratio, it would face pressure
from shareholders wanting higher returns on
their equity. Ifit maintained a very low capital
ratio, it would struggle to reassure depositors
that it could withstand a major loss and still
be able to pay depositors in full. In the latter
case, it would face the danger of being run out
of business. There would be no market failure
and no case for a regulator to impose mini-
mum (or maximum) capital requirements.

To state the obvious, this ideal world is
not the current one. Instead, today’s world
features a range of government-sponsored
interventions in the banking system that cre-
ate moral hazards that encourage banks to
take greater risks than they otherwise would,
had they to bear the downsides themselves.
These interventions include, most notably,
the “lender of last resort” function, govern-
ment-deposit insurance, and too-big-to-fail
support. One might even say that these moral
hazards create a race for the bottom as far as
capital adequacy is concerned. In particular,
they encourage banks to seek higher returns
on their equity, and the easiest way to boost
these returns is to substitute debt for equity
and run down their capital. The best solution

is to get rid of these interventions, but good
luck on that. However, if one accepts for the
sake of argument that all these pre-existing
interventions are not going to go away any
time soon, or would require an immense ef-
fort to get them even within the Overton Win-
dow?—there remains the question of what to
do about undercapitalized banks. There is
thus a second-best argument for some form
of capital-adequacy regulation to counter the
excessive risk-taking created by these pre-ex-
isting state interventions.

A natural response would be that systems
of capital-adequacy regulation already ex-
ist for this reason, most obviously the Basel
system. However, Basel is highly inadequate
to this task and has been a repeated failure.
Apart from anything else, Basel is hugely
costly and proved to be of no use in ensuring
that the banking system was strong enough to
avert the costly bank failures that occurred
in the global financial crisis. Indeed, one can
argue that the weaknesses of the Basel sys-
tem—its reliance on useless risk weights, its
dependence on the discredited Value-at-Risk
risk measure, and its dependence on unreli-
able risk models—greatly contributed to the
severity of the crisis.? Existing systems of cap-
ital-adequacy regulation are therefore not the
solution, but part of the problem.

U.S. BANKS’ CAPITAL INADEQUACY

The traditional measure of capital adequa-
cy is a bank’s capital ratio, which is the ratio
of core capital to its total assets. In the 19th
century, U.S. banks often had capital ratios of
between 40 percent and 50 percent. By 1914,
the year the Fed came into operation, aver-
age capital ratios in the U.S. were 16.5 per-
cent.* They fell alittle by 1929, then more than
halved in the decade after federal deposit in-
surance was established in 1934, and have re-
mained in single digits ever since.

So the next question is what should this ra-
tio be. There is no magic number, but a mini-
mum capital ratio should be high enough to
remove the overwhelming part of the moral
hazard that currently infects the banking
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system, and high enough to ensure that banks
will never be bailed out again. In this context,
many experts have recommended minimum
capital-to-total-asset ratios that are much
greater than those called for under current
Basel rules. In an important letter (“Healthy
Banking System Is the Goal, Not Profitable
Banks”) to the Financial Times in 2010, no
less than 20 renowned experts recommended
a minimum ratio of equity-to-total-assets of
at least 15 percent—five times larger than re-
quired under Basel IT1. Some of these experts
wanted minimum requirements that are
much higher still. To quote their letter:

Banks’ high leverage, and the resulting
fragility and systemic risk, contributed
to the near collapse of the financial sys-
tem. Basel III is far from sufficient to
protect the system from recurring cri-
ses. If a much larger fraction, at least
15%, of banks’ total, non-risk-weighted,
assets were funded by equity, the social
benefits would be substantial. And the
social costs would be minimal, if any....

If handled properly, the transition to
much higher equity requirements can
be implemented quickly and would not
have adverse effects on the economy.
Temporarily restricting bank dividends
is an obvious place to start.

Many bankers oppose increased equity
requirements, possibly because of a
vested interest in the current systems
of subsidies and compensation. But the
policy goal must be a healthier bank-
ing system, rather than high returns
for banks’ shareholders and managers,
with taxpayers picking up losses and
economies suffering the fallout.

Ensuring that banks are funded with
significantly more equity should be a
key element of effective bank regula-
tory reform. Much more equity fund-
ing would permit banks to perform

all their useful functions and support
growth without endangering the fi-
nancial system by systemic fragility.
It would give banks incentives to take
better account of risks they take and
reduce their incentives to game the
system. And it would sharply reduce
the likelihood of crises.”

Overall, various experts have called for
minimum capital-to-asset ratios ranging
from as low as 15 percent to as high as 50 per-
cent.® In short, there is a big gap between U.S.
banks’ current capital ratios and any reason-
able sense of what they should be; that is, U.S.
banks have a big capital-adequacy problem.

FALLACIOUS OBJECTIONS TO

HIGHER CAPITAL STANDARDS

The banking lobby has campaigned vigor-
ously against higher capital levels. However, its
main arguments are demonstrably fallacious,
and its real reasons for opposing higher capital
requirements are based on naked self-interest,
that is, keeping risk-taking subsidies because
they are profitable. These arguments are the
bankers’ new clothes, to quote the title of Anat
Admati and Martin Hellwig’s wonderful book.

The first of these fallacious arguments is
that higher capital requirements would in-
crease banks’ costs. However, if this argument
were correct, it would apply to non-bank cor-
porations too, and we would expect them to
be equally highly leveraged in order to take
advantage of the “cheapness” of debt. Instead,
most non-bank corporations have capital ra-
tios of over 50 percent and some do not bor-
row at all. In reality, equity helps to reduce the
costs associated with potential distress and
bankruptcy, and the same benefits apply to
banks as to other corporations.

There is, nonetheless, one case where
higher equity capital is costly—at least to
bank shareholders. When the government
intervenes to cover banks’ downside risk,
capital becomes expensive to the banks’
shareholders: The higher the banks’ capi-
tal level, the more of the risk subsidy they
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forgo, because higher capital reduces the
cost to third parties of their risk-taking ex-
cesses. When bankers complain that capital
is expensive, they consider only the costs
to shareholders and themselves, and do not
take into account the costs of their exces-
sive risk-taking to other parties, including
the taxpayers who are then called upon to
bail out the banks when the combination of
excessive risk-taking and run-down capital
leads their banks to fail.

In fact, the social cost of higher equity can
be zero when the costs of systemic risks are
accounted for. To quote Admati and Hellwig:

A bank exposing the public to risks is
similar to an oil tanker going close to
the coast or a chemical company ex-
posing the environment to the risk that
toxic fluid might contaminate the soil
and groundwater or an adjacent river.
Like oil companies or chemical compa-
nies that take too much risk, banks that
are far too fragile endanger and poten-
tially harm the public.

But unlike the case of safety risks posed
by oil or chemical companies, higher
bank safety standards can be achieved
at little social cost merely by requiring
that banks increase their capital, which
they can do by issuing more equity in
the capital markets.”

A second argument is that high minimum
capital requirements would restrict bank lend-
ing and hinder economic growth. For example,
Josef Ackermann, then-CEO of Deutsche
Bank, claimed in 2009 that higher capital re-
quirements “would restrict [banks’] ability to
provide loans to the rest of the economy” and
that “this reduces growth and has negative ef-
fects for all.”® The nonsense of such claims can
be seen merely by noting that they imply that
further increasing banks’ leverage must be a
good thing, notwithstanding the fact that ex-
cessive leverage was a key contributing factor
to the financial crisis, and that ongoing bank

weakness—weakness associated with too much
leverage—is still impeding economic recovery.

One also encounters claims that higher
capital requirements would restrict bank
lending that are based on a confusion of
capital with reserves. This is the capital-is-a-
rainy-day-fund fallacy that mixes up the two
sides of a bank’s balance sheet. An example by
Wane Abernathy:

Think of [capital] as an expanded rainy
day fund. When used efficiently, a dol-
lar of capital on reserve allows a bank
to put ten dollars to work as expanded
economic activity. The new Basel rules
would demand that banks would main-
tain more dollars on reserve for the
same amount of business, or more capi-
tal for no new economic work.’

Alan Greespan claimed that “[a]ny excess
bank equity capital also would constitute a
buffer that is not available to finance produc-
tivity-enhancing capital investment.”®

These statements come from experts who
should know better. Such statements would
be correct if they applied to requirements
for higher cash reserves, but are false since
they apply to requirements for higher equity
capital. Capital requirements constrain how
banks obtain their funds but do not constrain
how they use them, whereas reserve require-
ments constrain how banks use their funds
but do not constrain how they obtain them.

In fact, evidence suggests that high levels
of capital support lending. To quote former
Bank of England Governor Mervyn King:

Those who argue that requiring higher
levels of capital will necessarily re-
strict lending are wrong. The reverse
is true. It is insufficient capital that re-
stricts lending. That is why some of our
weaker banks are shrinking their bal-
ance sheets. Capital supports lending
and provides resilience. And, without a
resilient banking system, it will be dif-
ficult to sustain a recovery."
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In principle, there is no reason why a high-
er capital ratio should restrict bank lending at
all. On the contrary, if a bank has good lend-
ing opportunities, it can raise funds to finance
them by issuing more shares, and the only
constraint that matters is the willingness of
investors to buy those shares.

A REGULATORY OFF-RAMP

Taking all the above into consideration,
this chapter offers the following proposal:
Any bank operating in the U.S. should be giv-
en the choice to opt out of federal prudential
regulation provided it commits to maintain a
minimum core-capital-to-total-exposure ra-
tio of at least 20 percent.

The regulations from which the bank would
be exempted would include all prudential
regulation by any federal body, including the
Federal Reserve, the Office of the Comptrol-
ler of the Currency (OCC), and the prudential
regulations of Dodd-Frank. Implicitly, such
banks would also be exempt from Basel III
requirements and compliance with Federal
Reserve stress tests. However, the proposal
does not suggest any such bank be exempted
from all federal regulation. Under this pro-
posal, regulations concerned with anti-mon-
ey-laundering, know-your-customer conduct,
and health and safety regulations would still
apply. Whether those regulations should be
changed is another issue best left aside for
present purposes. Policymakers should also
structure the opt-out to allow banks to exit the
federal deposit insurance corporation (FDIC)
system. In this case, banks would free them-
selves of FDIC supervision as well as of the ob-
ligation to pay deposit insurance premiums at
the cost of foregoing FDIC deposit insurance.

There is no doubt that the suggested mini-
mum leverage ratio of 20 percent is an arbi-
trary one. The exact number—15 percent, 20
percent, 25 percent, or whatever else—is not
so important. What matters most is that the
minimum should be broadly in line with the
consensus expert advice outlined earlier—
that is, it should be much higher than exist-
ing leverage ratios. The underlying principles

here are that the bank should be sufficiently
well capitalized to reassure depositors and
other stakeholders that it can withstand ma-
jor losses and still be viable, and that it has
sufficient “skin in the game” to reassure those
stakeholders that it has a strong incentive to
rein in excessive risk-taking.

Naturally, the numerator and denominator
in this capital ratio would need to be specified.
In the US. context, the simplest solution—
though not the theoretically best one, by any
means—is to take the core capital numerator
to be common equity Tier 1 capital (CET1),
and to take the denominator to be the Basel
IIT Leverage Exposure measure.”” The advan-
tage of these measures is that they are the best
currently available in the absence of major
reforms to accounting standards or Basel 111
metrics. The drawback is that both measures
have major biases—CET1 capital overstates
true core capital, and the Leverage Exposure
measure understates the true amount at risk—
that combine to produce a measure of the le-
verage ratio that is biased downward."

A hint at the extent of this bias can be
gleamed from banks’ price-to-book valua-
tions, which reflect the market’s perception
of the true values of the banks, taking into ac-
count the information available to the market
and not reflected in banks’ book valuations.
Given the scale of the discrepancies between
banks’ market and book values, one might
even make a case that the numerator should
simply be market capitalization. On the other
hand, banks’ share prices tend to oscillate ex-
cessively, whereas their book values do not,
and one should think twice about building a
capital-adequacy regime on excessively vola-
tile metrics. Additionally, many depository
institutions’ shares are not publicly traded.
Thus, on balance, the ratio of (book-value)
CET1 capital to Leverage Exposure is prob-
ably the best that can be achieved without
major reforms in other areas.

One last loose end: To give the proposal
teeth, there would also have to be some pen-
alty against backsliding. There needs to be
some contingency in the event that a bank
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signs up for the opt-out, but then falls below
the required minimum standard. The sim-
plest solution would be to prohibit dividend
and bonus payments should a bank’s lever-
age ratio fall below the minimum standard. A
bank would then have to bring its capital ratio
back up above the minimum before such pay-
ments could be resumed.

THE REGULATORY OFF-RAMP:
COULD TRANSFORM THE
BANKING SYSTEM

The banks would now have a choice. They
could choose to carry on as before and remain
subject to all the existing prudential regula-
tion, including the deposit insurance system,
or they could choose to opt out of it all and re-
capitalize to the proposed minimum standard.

How the banks would respond would de-
pend on their future profit prospects. Imagine
a sound bank whose management were confi-
dent of its future prospects. Such a bank would
now have the opportunity not just to reduce
but to eliminate its prudential regulatory com-
pliance costs. This is a big benefit. The cost of
the bank getting free of all that regulatory com-
pliance burden is the obligation to recapitalize
to the required minimum standard, and this
costisnegligible. So why would such abank not
jump at the opportunity? I would therefore
expect such a bank to respond by going to the
stock market and recapitalizing quickly. The
key here is that the bank is able to persuade
potential shareholders that its prospects are
good. Indeed, there is no rational reason for a
sound bank not to want to go this route. Sub-
stantial benefits + minimal costs = no brainer.
You could even say that it offers a free lunch.

Naturally, I am presupposing that the bank’s
existing clients would be willing to accept the
bank going this route—otherwise they would
take their business elsewhere—but there is
every reason to think they would. Existing bor-
rowers would hardly have cause for concern,
as their bank would be stronger. The same ap-
plies to depositors, too. Before federal deposit
insurance existed, evidence indicates that de-
positors and noteholders in the United States

cared about the financial condition of their
banks and carefully scrutinized bank balance
sheets. Arthur Rolnick and his colleagues at
the Federal Reserve Bank of Minneapolis have
shown that this clearly happened before the
Civil War. Thomas Huertas and his colleagues
at Citicorp have demonstrated the importance
of bank capital to depositors by noting that Ci-
tibank in its earlier days prospered in periods
of general financial distress by maintaining
higher-than-average capital ratios and provid-
ing depositors with a relatively safe haven.!

Now consider a bank that does not have
good prospects. Such a bank would be unable
to recapitalize via the stock market, because
it would be unable to persuade potential in-
vestors that its equity was a good investment,
and would have no choice but to remain un-
der the regulatory status quo. Its failure to
recapitalize would then provide a clear signal
of its true state. Stakeholders would be asking
why the bank was not taking advantage of the

“free lunch” provided by the opt-out, and the
bank management would be unable to pro-
vide a convincing response. The bank would
then self-advertise as a zombie that cannot
get out of government rehab, and there would
be pressure on the bank to improve its capital
position and on the regulators to resolve the
bank one way or the other, either by recapital-
izing it themselves or (my preferred solution)
by putting it into bankruptcy.

So, the good banks would escape the regu-
latory system and rapidly recapitalize, and the
zombies would be exposed. The former would
then gain a major competitive advantage: be-
ing strongly capitalized, free of their former
compliance burdens, and having good pros-
pects, they would be well placed to increase
their market share at the expense of the zom-
bies still in the state system, which would
have none of these advantages. In addition, it
would be much easier for new banks to enter
the market and further increase competition,
thereby providing the maximum scope for,
for instance, disruptive FinTech innovators
or old-fashioned bankers of the George Bailey
mould. Over time, the good banks—new and
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old—would gradually displace the bad ones
and eventually drive them out of business. In
the process, the whole prudential regulatory
apparatus would wither on the vine, and the

U.S.banking system would once again become
strong, stable and highly competitive. A sim-
ple opt-out might just be the key to sort out
the banking mess.

—Kevin Dowd, PhD, is Professor of Finance and Economics at Durham University in the United Kingdom.
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CHAPTER 3:

A Better Path for
Mortgage Regulation

Diane Katz

he notion of consumers as incapable of determining their credit preferences and managing their finan-

cial affairs is now entrenched in federal statute, as is the caricature of lenders as predators of the clueless.
It is this paternalist fallacy upon which Democrats' in Congress erected much of the Dodd-Frank Wall Street
Reform and Consumer Protection Act. The irony is that the housing collapse at the heart of its passage was
largely the result of government interference in the mortgage market.

Until passage of Dodd-Frank in 2010, most
consumer protection was designed to equip
consumers with the information necessary
to act on their preferences, given market
conditions, and to punish fraud and other
wrongdoing. The role of government, at least
theoretically, was to facilitate choice and com-
petition—an approach reflecting the belief
that free enterprise, albeit imperfect, yields
greater benefit than autocratic alternatives.

That deference to consumer autonomy
is now largely defunct. Instead, we have the
Consumer Financial Protection Bureau
(CFPB) and a framework of mortgage regula-
tion that treats consumers as fundamentally
irrational and prone to act against their self-
interest. In the words of Oren Bar-Gill and
Elizabeth Warren, the academic architects of
the bureau, consumers suffer “cognitive limi-
tations” and their “learning is imperfect.”?

Indeed, the bureau takes the position that
“too much information” can “detract from

consumers’ decision-making processes.”® Un-
der this paradigm, regulatory intervention is
necessary to protect consumers from them-
selves by limiting loan options and standard-
izing mortgages.

This approach, of course, is inherently
contradictory. If consumers suffer cognitive
limitations with respect to mortgage matters,
would the politicians and bureaucrats who
dictate the terms and conditions of loans not
also be afflicted by biases, particularly those
of a political nature? As noted by economist
Edward Glaeser, “Human beings surely make
mistakes about their own welfare, but the
welfare losses created by these errors are
surely second order relative to the welfare
losses created by governments which not only
make errors, but also pursue objectives far
from welfare maximization.”*

Dodd-Frank’s Title X and Title XIV consti-
tute the response of congressional Democrats
to a politicized narrative in which the housing
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bubble and subsequent crash were the fault of
unscrupulous mortgage lenders who took ad-
vantage of naive, uninformed consumers.

Reckless lending did play arole in the crisis,
but the reality is that millions of lenders and
borrowers were responding rationally to in-
centives created by an array of deeply flawed
government policies, including artificially
low interest rates contrived by the Federal
Reserve, the massive subsidy of risky loans by
Fannie Mae and Freddie Mac,® and the low-
income lending quotas set by the Department
of Housing and Urban Development.®

None of those major factors was addressed
by Dodd-Frank; Congress instead opted to
further empower the very regulatory estab-
lishment that fueled the crisis and then failed
to contain it.

There certainly was a need to modernize
mortgage regulation prior to the 2008 finan-
cial crisis. But Congress’ hastily crafted re-
sponse—that is, creation of the CFPB and its
radical regulatory regime—now constitutes a
different threat.

Crisis legislation such as Dodd-Frank
is rarely, if ever, elegant. But its blanket re-
structuring of housing finance confuses gov-
ernment control with financial safety and
soundness. That is a mistake that Congress
must correct if America’s housing market is
to flourish. The most effective remedy is to
eliminate the government policies that dis-
torted the financial decisions of both lenders
and borrowers, with such disastrous results.

DEREGULATION IS NOT TO BLAME

Mortgage origination and servicing did not
exist in a regulatory vacuum before the enact-
ment of Dodd-Frank in 2010. Virtually all fi-
nancial market activity has taken place under
the thumb of federal regulators since at least
the 1930s.” States, too, have long regulated
banks and mortgage brokers and interest rates.

Mortgages, in particular, were heavily
regulated by the federal government prior to
2010, with a focus on disclosure requirements
to ensure that consumers were fully apprised
of the terms and conditions of their loans.

That approach reflected what George Mason
University professor Joshua Wright has de-
scribed as “the standard economic theory of
regulation,” which assumed “standard, stable,
rational consumer preferences.”®

In contrast, Dodd-Frank’s behaviorist ap-
proach substitutes consumer choice with the
presumably superior expertise of regulators
who are, somehow, free of cognitive bias, and
know consumers’ true preferences better
than individuals themselves.

THE MODERN REGULATORY WAVE

Federal intervention in mortgage lend-
ing took hold as a means of increasing credit
to farmers. First was the Federal Farm Land
Bank Act of 1916, followed by the National
Housing Act of 1934.° Regulation escalated
during the Great Depression, with creation of
the Federal Housing Administration (FHA),
the Federal National Mortgage Association,
and the Home Owner’s Loan Corporation.

The next regulatory wave dates to 1960,
when Congress began debating disclosure
requirements for the cost of credit. In 1968,
Congress “intruded” into the long-standing
province of the states in regulating consumer
transactions' with passage of the Consumer
Credit Protection Act (CCPA)." Title I of the
CCPA, the Truth in Lending Act (TILA), man-
dated disclosure of credit charges “clearly and
conspicuously” as specified by the Federal
Reserve System.'?

As declared by Congress, the purpose of
TILA was to “assure a meaningful disclosure of
credit terms” rather than dictate the conduct
oflenders or the content of loan agreements.'®

Title I neither regulates the credit in-
dustry, nor does it impose ceilings on
credit charges. It provides for full dis-
closure of credit charges, rather than
regulation of the terms and conditions
under which credit may be extended. It
is the view of [the] committee that such
full disclosure would aid the consumer
in deciding for himself the reasonable-
ness of the credit charges imposed and
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further permit the consumer to “com-
parison shop” for credit.*

TILA took effect on July 1, 1969, and it
was amended the very next year for the first
of more than two dozen times during the next
four decades.’® Every amendment added new
disclosure requirements—ultimately reach-
ing at least 110 data points.”” The attendant
implementing rules, known as Regulation Z,
increased to 314 pages, with 14 appendices. In
the end, the law was unrecognizable from the
original statute’s tight focus on disclosure.

As noted by former Federal Reserve econo-
mist Thomas Durkin, TILA became a vehicle
for the ever-growing demands of consum-
er “advocates,” including raising consumer
awareness and consumer confidence, im-
proving consumer satisfaction, encouraging
comparison shopping, enhancing consumer
education, and even meeting macroeconomic
goals like enhancing economic stabilization.'®

Five years after TILA, Congress enacted
the Real Estate Settlement Procedures Act
(RESPA) to require disclosure of settlement
costs and to bar referral fees and kickbacks
in lending services.”” In so doing, Congress
breached the regulatory threshold of the con-
duct of mortgage-settlement-service provid-
ers. For example, section 8 of the statute pro-
hibited fee-splitting among service providers,
and also prohibited any person from giving or
accepting referral fees, kickbacks, or “things
of value” unless a commensurate amount of
work is performed to earn the fee.*

THE HOEPA STANDARD

Two decades after RESPA, Congress en-
acted the Home Ownership and Equity Pro-
tection Act (HOEPA).2 The law subjected
certain loans to heightened disclosure re-
quirements if the rates or fees exceed speci-
fied limits.?? HOEPA targeted a small subset
of the subprime mortgage market.

Under HOEPA, a creditor is required to
disclose to borrowers that they are not re-
quired to close on the loan even after sign-
ing the mortgage application. HOEPA also

required lenders to disclose to borrowers that
the loan constitutes a mortgage (as if the bor-
rowers would not know that), and that they
could lose the home and any equity if they
failed to make payments.?®

HOEPA further encroached into conduct
regulation by prohibiting loan proceeds to be
used as direct payment to ahome improvement
contractor, and, more important, barring a pat-
tern or practice of making loans without con-
sidering a borrower’s ability to repay the loan
from sources other than home equity.**

Moreover, for the first time, HOEPA im-
posed federal restriction on the content of mort-
gage terms. For example, amortgage agreement
could not include a higher interest rate after
default; require a balloon payment on a loan
with a term ofless than five years; include a pay-
ment schedule that results in negative amorti-
zation; include a prepayment penalty (except
in limited circumstances); or require advance
payments greater than the sum of two periodic
payments from the loan proceeds.?

In regulating such mortgage terms and
conditions, Congress infringed on Americans’
freedom of contract, and set a precedent for
future government limits on access to mort-
gage credit.

But such interference was unnecessary to
protect consumers from “predatory” lend-
ers.” To the extent that predation involves
fraud or misrepresentation, such conduct
was already illegal under state laws.?”

A USEFUL CRISIS FOR STATISTS

The U.S. housing market collapsed between
2006 and 2008. The dollar value of mortgage
originations for single-family houses fell
by half during that period,*® while the delin-
quency rate increased by 50 percent and the
foreclosure rate increased by 175 percent.”
The attendant losses to mortgage-backed se-
curities triggered a major recession.

The crisis was a golden opportunity for ac-
tivists to promote the wholesale regulation
of consumer credit that they had long advo-
cated—despite the fact that the crisis was not
caused by a failure of the federal mortgage
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regulatory regime embodied by TILA, RE-
SPA, and HOEPA. In 2007, for example, then-
professor Elizabeth Warren argued for the
creation of a financial regulatory agency that
would regulate credit products in the same
manner that the Consumer Product Safety
Commission regulates toasters.*°

What Warren and her acolytes apparently
fail to grasp is that no one benefits from an
exploding toaster, but a mortgage deemed

“defective” by regulators is suitable for some
borrowers in some situations.

The overhaul began in 2008, with passage
of the Housing and Economic Recovery Act,
which, among other things, created a federal
licensing regime for mortgage loan originators
and imposed additional TILA disclosures.®

The Federal Reserve likewise revised TI-
LA’s Regulation Z to carve out a new class of

“high-cost” mortgages that effectively expand-
ed HOEPA restrictions to all subprime home
mortgages.?> Among them was a prohibition
on prepayment penalties within the first two
years of the loan, and the mandatory estab-
lishment of an escrow account for taxes and
insurance. Lenders were also required to ver-
ify a borrower’s ability to repay the loan, and
were prohibited from undertaking certain ap-
praisal and servicing practices.*

These regulatory encroachments were
soon followed by the Obama Administration’s
proposal to transform the entire financial sys-
tem. Titled “A New Foundation: Rebuilding
Financial Supervision and Regulation,” the
proposal called for a new regulator to “define
standards for ‘plain vanilla’ products” and
“require all providers and intermediaries to
offer these products prominently, alongside
whatever other lawful products they choose
to offer.”®* The Administration also proposed
that the new regulatory agency “be autho-
rized to place tailored restrictions on product
terms and provider practices, if the benefits
outweigh the costs.”® In other words, the Ad-
ministration was seeking to regulate financial
services as a utility.

President Barack Obama unveiled the
proposal before a congressional commission

released its findings on the causes of the fi-
nancial crisis.?® Shortly thereafter, urged on
by consumer activists and behavioral econo-
mists, the Democratic majorities in Congress
enacted the Dodd-Frank Act.*”

DODD-FRANK LIVES

Divided into 16 titles, Dodd-Frank affects
virtually every aspect of the financial system,
including checking accounts, credit cards,
mortgages, education loans, retirement ac-
counts, insurance, and all manner of securi-
ties. The enormity and complexity of this reg-
ulatory hijacking is reflected in the thousands
of pages of new rules that the various agencies
have churned out over the past six years.

The cornerstone of the mortgage regulations
by the CFPB is a lender obligation to “make a
reasonable and good faith determination based
on verified and documented information that
the consumer has areasonable ability to repay
the loan according to its terms.”3®

This ability-to-repay provision is more
than a procedural requirement. It is the basis
of an expansive new consumer right to sue
lenders for miscalculating their financial fit-
ness for aloan.

Under the new regime, a borrower may
sue a lender within three years of an alleged
violation, such as improperly documenting
income or assets, or incorrectly calculating
the borrower’s financial obligations. Those
who prevail may recover damages equal to the
sum of all finance charges and fees paid—po-
tentially tens of thousands of dollars.

A borrower may also assert a violation
of the ability-to-repay requirement as a de-
fense against foreclosure—even if the original
lender sold the mortgage or assigned it to a
servicing firm. (The lawsuit may ensnare an
assignee or holder of the mortgage, as well.)
If successful, the borrower may recover all
mortgage finance charges and fees paid in ad-
dition to actual damages, damages in an indi-
vidual action or class action, and court costs
and attorney fees.*

The obvious consequence of this new
cause of action is more litigation and less
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credit availability. No longer must borrowers
who wish to contest foreclosure initiate a law-
suit against the lender. This reduces borrow-
ers’ legal costs, and thus increases the incen-
tive to claim a violation of the ability-to-repay
requirement in the event that mortgage pay-
ments become burdensome.

A new prohibition on pre-dispute arbitra-
tion also is expected to “dramatically increase
the litigating of disputes which would have
otherwise been resolved by arbitration.”*°

The rules reflect the notion that dastardly
creditors and lax lending standards led con-
sumers to assume mortgages they could not
afford. However, in the context of the rising
house prices at the time, higher-leveraged
loans made financial sense. As explained by
Federal Reserve Bank researchers,

If [lenders and borrowers] believe that
house prices would continue to rise
rapidly for the foreseeable future, then
it is not surprising to find borrowers
stretching to buy the biggest houses
they could and investors lining up to
give them the money. Rising house
prices generate large capital gains for
home purchasers. They also raise the
value of the collateral backing mortgag-
es, and thus reduce or eliminate credit
loses for lenders.*

The rules also reflect the low regard in
which Americans are held by Congress and
the CFPB bureaucrats. Under the ability-to-
repay regime, lawmakers shifted account-
ability for loans from borrowers to lenders.
This perversion of credit principles pre-
sumes that consumers are incapable of act-
ingin their own interests. Even assuming the
most benevolent intentions, such paternal-
ism fosters dependence on government and
erodes economic freedom.

Advocates attempt to justify this radi-
cal change by citing statistics on the flood of
defaults and foreclosures during the hous-
ing crash. While many homeowners did in-
cur terrible losses, most were not victims of

predatory lending or fraud.** The hard truth
is that most of them bet on rising home values
and lost. They were not imbeciles. And, not
one person will be made whole by the govern-
ment abolishing credit options and curtailing
financial freedom.

Even CFPB officials acknowledge that
the new rules raise the costs and risks of
mortgage lending. Creditors were forced to
reconfigure policies and procedures, repro-
gram loan origination systems, and retrain
personnel—thereby increasing the costs of
underwriting loans. The threat of litigation
breeds greater caution among lenders and
thus further restricts the availability of cred-
it. The impact has been particularly hard on
community banks, which lack the capacity to
increase their compliance staff or to hire con-
sultants. Some have simply exited the mort-
gage market.*®

The risks to lenders may be mitigated to
some degree by meticulous compliance with
the ability-to-repay procedures. But even the
most vigilant lender will remain vulnerable
because the regulatory parameters are some-
what fluid. (One irrational exception is the
outright prohibition of basing a loan decision
on the fact that an applicant’s income derives
from public assistance.)**

Although there are specific rules for com-
puting some asset and debt factors, the bureau
is allowing some flexibility in underwriting
methods. This approach is both a benefit and
a bane to lenders. On the one hand, lenders
will enjoy some independence in designing
ability-to-repay procedures. But it also means
that there is no fixed compliance standard to
follow, which invites arbitrary enforcement
actions. As acknowledged by the bureau,

“[The CFPB] does not believe that there is any
litmus test that can be prescribed to deter-
mine whether a creditor, in considering those
factors, arrived at a belief in the consumer’s
ability to repay which was both objectively
reasonable and in subjective good faith.”*

In other words, the rule of law is what
the bureau deems it to be at any particular
point in time. This is a direct and undesirable
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consequence of Congress avoiding account-
ability by delegating its legislative author-
ity to regulators. It is also a direct threat
to fundamental principles of representa-
tive government.

Even if a lender ultimately prevails in a le-
gal challenge, it will not be spared the costs
of litigation. According to data submitted to
the CFPB, the average litigation cost to se-
cure a motion to dismiss runs an estimated
$26,000; a summary judgment, $84,000; and
atrial, $155,000.°

Perversely, the CFPB is suggesting that
lenders look to governmental entities, such as
the FHA, for guidance on underwriting crite-
ria. This is the agency that racked up a $16 bil-
lion deficit to its insurance fund and request-
ed a $1.7 billion taxpayer bailout in 2013.*”

vThe Dodd-Frank Act offers a “safe harbor”
against potential ability-to-repay litigation
in the form of a qualified mortgage (QM).*®
Lenders who meet specific mortgage criteria,
including loan limits, fee caps, and prescribed
payment calculations, will be presumed to
have satisfied the ability-to-repay criteria.
The CFPB has also carved out a less-absolute

“rebuttable presumption” for higher-priced

mortgages.* The relative safety of the QM
means that lenders will be far less likely to of-
fer loans that do not meet the QM criteria.

Lenders lobbied hard for the safe harbor
approach as protection from the litigation
risk—which only exists because Congress cre-
ated the new liability scheme to begin with.
But there is also general recognition that es-
tablishment of the safe harbor will not elimi-
nate litigation risk altogether. Consumers
will still be able to file lawsuits; only the scope
of the litigation will be delimited.

To be designated as a qualified mortgage,
the interest rate cannot exceed 1.5 percent-
age points over the Average Prime Offer Rate;
points and fees must not exceed 3 percent of
the loan; and the term of the mortgage cannot
exceed 30 years. Of particular importance is
the requirement that mortgage payments will
not increase the borrower’s debt-to-income
(DTI) ratio above 43 percent.

With very limited exception, balloon
loans® are not eligible for QM status, nor are
interest-only mortgages or negative amorti-
zation loans.” These limitations are based on
the misconception that unconventional loans
are “predatory” by nature, and played a major
role in the housing collapse.

Notwithstanding incessant banker-bash-
ing, a variety of research documents support
that unconventional lending did not cause
the crisis. According to economist Yuliya
Demyanyk, formerly of the Federal Reserve
Bank of St. Louis,

It was a market-wide phenomenon. For
example, borrowers with mortgages
that carried a fixed-interest rate—the
rate that will not reset through the en-
tire term of a loan—had very similar
problems to borrowers with hybrid
mortgages. Borrowers who obtained a
subprime mortgage when they bought
a home had the same problems in 2006
and 2007 as those who refinanced their
existing mortgages to extract cash. Bor-
rowers who provided full documenta-
tion and no documentation followed
the same pattern.*

In reality, each type of mortgage is ben-
eficial for specific types of borrowers. Balloon
mortgages, which feature lower interest rates
and monthly payments, are appropriate for
homebuyers who plan to sell their house be-
fore the balance of the loan (the balloon pay-
ment) is due. They also may prove to be prof-
itable if home values are rising consistently;
the additional equity will help to secure re-
financing to make the balloon payment. On
the other hand, interest-only mortgages are
ideal for borrowers with irregular incomes or
those who anticipate an increase in earnings
in the future.

Barring such loans under the QM regime
means fewer options for would-be homebuy-
ers,and anewbarrier to the wealth creation as-
sociated with property investment. This is not
consumer protection, but consumer control.
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The same approach pervades the QM'’s
DTI requirement. Although a DTI ratio of
43 percent falls within the range of industry
standards, there is infinite variety among bor-
rowers’ circumstances that bankers would
otherwise take into account. The DTI con-
straint will increase the number of applicants
who will be rejected forloans they could afford
while others obtain ones they cannot manage.

The Federal Reserve Board, during pre-
vious deliberations on the issue, declined
to propose a specific DTI ratio for QMs out
of concern that doing so could limit credit
availability. The board also concluded that
setting a quantitative standard would oblige
it to micromanage underwriting, such as de-
fining income and debt obligations and com-
pensating factors.

CFPB officials acknowledge that the 43
percent threshold is problematic for some
would-be borrowers. For example, a total of
23 percent of the loans acquired by Fannie
Mae and Freddie Mac between 1997 and 2009
had DTI ratios of 44 percent or greater, ac-
cording to data from the Federal Housing Fi-
nance Agency. Over the same period, 19 per-
cent of the loans had DTI ratios of 46 percent
or greater.>®

The bureau’s DTI threshold is based on the
“general boundary” of affordability utilized by
the FHA—hardly a paragon of prudent lending,
as previously noted. In contrast, Fannie Mae’s
and Freddie Mac’s guidelines link the required
DTI ratio to the credit score of the borrower.
Those with credit scores below 700 generally
require a DTI ratio of 36 percent, while bor-
rowers with a credit score above 700 may be
eligible with a DTI ratio of 45 percent.>*

There is a gradual increase in mortgage de-
linquency rates as debt increases in relation
to income. But there is virtually no difference
between a DTI ratio of 42 percent and 45 per-
cent. Numerous other factors have a stronger
correlation to loan repayment. For example,
the loan-to-value ratio and credit score are
much more predictive of loan performance
than DTI ratios, according to the Mortgage
Bankers Association.

The CFPB acknowledges that there is no
“magic number” which separates affordable
from unaffordable mortgages. Whether the
43 percent DTI ratio is better than, say, 40
percent or 46 percent, is rather beside the
point, however. Any fixed standard will in-
hibit lenders from making judgments based
on an applicant’s character, the state of the
market, their experience, or a host of other
factors. But those are better predictors of
creditworthiness than the directives of bu-
reaucrats passing judgment from thousands
of miles away.

In congressional testimony, bank direc-
tor James Gardill warned that a static set of
loan criteria will mean a lot fewer mortgages.
There are “many American families across
the country that are creditworthy but do not
fit inside the QM ‘box,” he said. Likewise, the
California & Nevada Credit Union Leagues
note that even more affluent borrowers may
find their access to credit diminished under
the QM rules. “A borrower earning $10,000 or
$15,000 a month, with no non-housing debts,
might have trouble getting a mortgage if his
house payment plus taxes and insurance to-
taled 45 percent of his gross income.”

Particularly hard hit are young adults. As
first-time homebuyers, they have limited
income and college debt, pushing their DTI
above “qualified” status. But these are the
very buyers who prompt churn in the market,
that is, their entry allows current homeown-
ers to parlay their equity into a second bet-
ter home, fueling upward mobility along the
property chain.

New retirees also are vulnerable because
they rely on assets rather than income to cov-
er housing payments. As such, the CFPB rule
places “significant limitations on the amount
of new mortgage credit available to these
customer segments and further restrict their
home-buying choices.”

Advocates argue that the standardiza-
tion of mortgages would have gone a long
way toward preventing the massive de-
faults of 2006 to 2009. But it was not lack
of regulation that prompted the loosening
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of standards. The more salient factors were
artificially low interest rates and the shift of
mortgage risk from private lenders to gov-
ernment, both of which spurred exuberant
investment in housing and lowered under-
writing standards.

RECOMMENDATIONS FOR REFORM
Repeal Titles X and XIV. Borrowers and
lenders should be free to negotiate the terms of
mortgage agreements. There is nojustification
for government regulators substituting their
judgment for that of borrowers. Emerging re-
search indicates that Dodd-Frank’s interven-
tionist approach is harming the very mortgage
borrowers Congress intended to protect.
Short of full repeal, Congress should at
least permit borrowers to opt out of each of
the content restrictions by attestation.
Devolve Mortgage Disclosure to States.
To the extent that disclosures require regula-
tion, states are better positioned than the fed-
eral government to determine the information
deemed necessary for consumers. In fact, noth-
ingin TILA, RESPA, or HOEPA requires borrow-
ers to actually read the disclosures. Moreover,
even a full-disclosure regime cannot satisfy all
borrower-information needs at all times or pre-
vent all borrowers from making mistakes.
Encourage Market Competition. The
best consumer protection for mortgage bor-
rowers is a vibrant and competitive mortgage
lending market. To encourage greater com-
petition among mortgage loan originators,
Congress should repeal the SAFE Mortgage
Licensing Act’s mandatory mortgage loan
originator licensure regime. By controlling

entry into the mortgage-originator profes-
sion, states restrict the quantity of services
provided as much as the quality, which limits
competition and increases the price of servic-
es for borrowers.

Competition can also be promoted by fur-
ther unbundling of settlement services and
specialization among service providers. To
that end, Congress should amend RESPA Sec-
tion 8 to permit greater fee-splitting among
service providers.

Because Dodd-Frank failed to deal with Fan-
nie Mae and Freddie Mac, a future Congress
will have to address the problem. In order to
protect mortgage borrowers, Congress should
wind down Fannie Mae and Freddie Mac and en-
courage private capital investment as ameans
of creating a sustainable housing finance system
and enhancing market discipline.

CONCLUSION

Washington’s hastily crafted response to
the financial crisis is built on the belief that
the housing bubble and subsequent crash
were the fault of unscrupulous mortgage lend-
ers who took advantage of naive, uninformed
consumers. In reality, lenders and borrowers
were responding rationally to incentives cre-
ated by an array of deeply flawed government
policies. None of those major factors is ad-
dressed by the new regulatory regime. Con-
gress instead opted to further empower the
very establishment that fueled the crisis and
then failed to contain it. Consequently, the
new rules will unnecessarily limit mortgage
options and access to credit—and further
erode Americans’ freedoms.

—Diane Katz is a Senior Research Fellow for Regulatory Policy in the Thomas A. Roe Institute for
Economic Policy Studies, of the Institute for Economic Freedom, at The Heritage Foundation.
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CHAPTER 4:

Money and Banking
Provisions in the 2016
Financial CHOICE Act:
A Major Step Toward
Financial Security

Norbert J. Michel, PhD

he contributors to Prosperity Unleashed largely assume that the 2010 Dodd-Frank Wall Street Reform

and Consumer Protection Act should be repealed, and focus on the solutions necessary to fix the core
financial regulatory problems that have existed in the U.S. for decades. The present chapter is a bit of an
exception because it discusses details in the Financial CHOICE Act, a bill designed to replace large parts
of Dodd-Frank. Given that the Trump Administration has pledged to dismantle Dodd-Frank,' Prosperity
Unleashed would be incomplete without discussing the reforms in the CHOICE Act.? Furthermore, the cor-
nerstone of the CHOICE Act, a regulatory off-ramp, can be used to implement a broad set of bank regula-

tion reforms.

The regulatory off-ramp in the CHOICE
Act is a provision that provides regulatory re-
lief to banks if they choose to hold higher eq-
uity capital than they are currently required
to hold. Put differently, banks who choose to
improve their ability to absorb losses earn
regulatory relief. This approach makes sense
because there is little reason to heavily regu-
late banks that can absorb their own financial
risks. Thus, a regulatory off-ramp could be
used to provide relief from regulations that
have nothing to do with Dodd-Frank. The off-
ramp also highlights a problem that any such
reform must address: specifying the firm’s
capital ratio. Implementing this type of re-
form requires regulators to choose a numeric
value for the capital ratio and to define the
components of that ratio.

The latter problem is particularly impor-
tant given large banks’ use of off-balance
sheet items and derivatives. For all of these
reasons, this chapter describes the approach
taken in the CHOICE Act as well as one possi-
ble alternative. More broadly, the chapter re-
views the best money and banking features of
the 2016 CHOICE Act and offers suggestions
for improvements. Adopting the ideas in the
2016 CHOICE Act would be an overwhelm-
ingly positive step for U.S. financial markets
because doing so would replace large parts of
Dodd-Frank and help to restore market dis-
cipline. At the very least, the 2016 CHOICE
Act provides a basic blueprint for the Trump
Administration to rid U.S. financial markets
of the Dodd-Frank Act and to help Americans
more easily achieve financial security.?
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TITLE I: REGULATORY

RELIEF FOR STRONGLY
CAPITALIZED, WELL-MANAGED
BANKING ORGANIZATIONS

Title I of the 2016 CHOICE Act can be
viewed as the bill’s centerpiece because it
spells out the “capital election” provision of
the bill (in Sections 101, 102, and 105). The
capital election is optional, and it creates
what has been referred to as a regulatory
off-ramp for banks. The provision rewards
banks by exempting them from onerous
regulations if they choose to meet a higher
capital ratio, thus credibly reducing their
probability of failure and any consequent
taxpayer bailouts. This approach makes
sense because there is little justification for
heavily regulating firms that absorb their
own financial risks. Section 102 spells out
several regulations that banks which choose
to meet the capital election requirements
would be exempt from following.

This list of federal rules and regulations
includes those which address capital and li-
quidity standards, capital distributions to
shareholders, and mergers and acquisitions.
In particular, it exempts qualified banks from
these rules that are imposed in the name of
mitigating “risk to the stability of the United
States banking or financial system,” an ill-de-
fined metric in Dodd-Frank that gives overly
broad power to federal regulators. These ex-
emptions would effectively exempt qualified
banks from all Basel III capital and liquidity
rules, a huge improvement, considering how
poorly previous iterations of the Basel rules
have performed.*

Suggested Title I Improvements. Title
I of the Financial CHOICE Act represents
a major regulatory improvement because it
helps restore market discipline while reduc-
ing banks’ regulatory burdens. It provides
a voluntary mechanism by which banks can
receive regulatory relief for choosing to fund
their operations with more equity. The fol-
lowing recommendations would help expand
these benefits even further:

o Eliminate stress tests. The bill would
still allow federal banking regulators to
conduct stress tests for banks that qualify
for the capital election, but the benefit of
these exercises is highly dubious.® Banks
that absorb the costs of their own finan-
cial risks have every incentive to plan for
contingencies, and there is no reason to
think that regulators can accurately mod-
el the impact of all contingencies in the
first place. For example, when Regions
Financial Corporation advised investors
that it would likely realize $3.4 billion in
combined 2009-2010 losses, Federal Re-
serve Governor Daniel Tarullo’s team of
regulators forced Regions to raise enough
capital to withstand $9 billion in losses.
Regions showed a combined loss for these
two years of just over $2 billion.°

e Expand the list of exemptions. The bill
could be improved by providing even more
regulatory relief for qualifying firms. For
instance, qualified banks could be exempt
from regulations associated with any, or
all, of the following: the Truth in Lending
Act (TILA);” the Real Estate Settlement
Procedures Act (RESPA);® the Home Mort-
gage Disclosure Act (HMDA);® the Equal
Credit Opportunity Act (ECOA);" the Fair
Housing Act (FHA);" and the Community
Reinvestment Act (CRA).*?

e Use a higher, simpler leverage ratio.
Provided they receive a CAMELS rating of
either 1 or 2 from their regulator,' banks
that have an average leverage ratio of at
least 10 percent qualify for regulatory re-
lief under the capital election. There are
many ways to calculate a bank’s leverage
ratio, and the formula in the discussion
draft is the ratio of tangible equity to lever-
age exposure, where “leverage exposure”
is defined as it is for the Basel III supple-
mentary leverage ratio (SLR)."* Using the
SLR in this manner is problematic for sev-
eral reasons.

First, qualifying banks would be exempt
from the Basel III capital rules only if they

50 Prosperity Unleashed: Smarter Financial Regulation



TABLE 4-1

Comparative Leverage Ratios of Eight GSIBs

Bank Name IFRS Self-Reported Basel Il Alternative IFRS-Basel il
Goldman Sachs 5.00% 5.90% 0.68%
Morgan Stanley 4.22% 5.80% 4.46%
State Street 5.52% 5.80% 5.48%
Bank of NY Mellon 4.31% 4.90% 4.98%
Citibank 6.57% 7.08% 2.40%
Wells Fargo 8.20% 7.70% 5.48%
Bank of America 5.78% 6.40% 4.58%
JPMorgan Chase 5.93% 6.50% 3.04%
Average 5.69% 6.26% 3.89%

GSIB—Global Systemically Important Bank
IFRS—International Financial Reporting Standards

NOTES: The alternative IFRS-Basel Ill leverage ratio is calculated as “total bank equity capital” (end of Q4 2015) divided by

total assets. Total assets include an approximation of off-balance-sheet and net derivative exposures. Net derivative exposure

is estimated by summing the categories of “Net Current Credit Exposure” for OTC derivatives, and adding 7 percent of notional
derivative exposure (as an estimate of the Basel lll potential future exposure). Off-balance-sheet exposure is estimated by
summing all unused commitment items as well as all other off-balance-sheet liabilities (excluding derivatives), and all categories

of letters of credit.

SOURCES: Federal Deposit Insurance Corporation, “Capitalization Ratios for Global Systemically Important Banks (GSIBs),”
December 2015, https:/www.fdic.gov/about/learn/board/hoenig/capitalizationratios4ql5.pdf (accessed July 21, 2016), and
author’s calculations based on data from figures reported in the FFIEC Call Report Data.
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already comply with one of the Basel III
capital rules. Second, the SLR is a complex
risk-weight-based approach that has little to
do with how most banks operate in the first
place. It assigns 21 weights to the various
types of over-the-counter (OTC) derivative
contracts, with the lowest weights assigned to
interest-rate derivatives. These interest-rate
derivatives make up almost 80 percent of the
OTC derivatives market and they are heavily
concentrated among four large banks." Thus,
using the SLR in this manner would impose
yet another layer of complex regulation on
most of the banking industry because of the
way a handful of very large financial institu-
tions operate.

Furthermore, the SLR is not as transpar-
ent as other measures that are reported based
on standards set according to generally ac-
cepted accounting principles (GAAP), and the

required Basel III components for replicat-
ing the SLR are currently not included in the
Federal Financial Institutions Examination
Council (FFIEC) call reports. Finally, using
the SLR in this manner gives an international
committee undue influence on U.S. law and
undermines the authority of the Financial
Accounting Standards Board (FASB), the
organization responsible for issuing GAAP.
One possible benefit of using the SLR is that
it (arguably) does a better job than GAAP of
accounting for payment risk due to derivative
exposure. However, the SLR’s leverage expo-
sure can be approximated using GAAP-based
derivative exposures already reported in the
FFIEC call report data.'

Using this type of alternative would be far
more transparent, less complex, and would
not usurp the FASB. For the eight global sys-
temically important banks (G-SIBs), using
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2015 data, this alternative method yields a le-
verage ratio that is (on average) approximate-
ly 2 percentage points lower than the Basel
I1I ratio. (See Table 4-1.) Instead of relying
on the SLR for the denominator of the quali-
fying leverage ratio, the alternative measure
presented in the third column of Table 4-1
uses call report items (GAAP figures) to ap-
proximate derivative exposure and total off-
balance-sheet exposure. These estimates are
then added to the firm’s total assets to serve as
the denominator of the alternative qualifying
leverage ratio. The estimates for derivatives
exposure and total off-balance-sheet expo-
sure are calculated as follows:

e Off-balance-sheet exposure: the sum
of all unused commitments, all other off-
balance-sheet liabilities (excluding deriva-
tives), and all categories of letters of credit.

e Derivatives exposure: the sum of total
net current credit exposure for OTC deriva-
tives, and 7 percent of total notional deriv-
ative exposure.

The 7 percent figure is the median of the 21
weights (conversion factors) used in the Basel
IIIrules to estimate potential future exposure
(PFE)." Thus, the alternative ratio presented on
Table 4-1 applies the same weight to all deriva-
tive contracts to arrive at PFE instead of relying
on the Basel weighting system. Table 4-1 shows
that this GAAP-based alternative more closely
approximates some firms’ Basel III ratio than
others; the largest differences are for those firms
with the largest notional derivatives exposures.'®
Given that the capital election is optional, the
added simplicity and transparency of such an
alternative measure, as well as its standard re-
liance on GAAP rules, outweigh using the SLR
measure for the denominator.

TITLE 1l: ENDING “TOO BIG TO FAIL”
AND BANK BAILOUTS

Title IT of the Financial CHOICE Act takes
a major step toward undoing Title I of Dodd-
Frank, one of the most controversial titles of
the 2010 law. A main problem with Title I of

Dodd-Frank is that it created the Financial
Stability Oversight Council (FSOC), a sort of
super-regulator tasked with singling out firms
for especially stringent regulation. These
firms, commonly referred to as systemically
important financial institutions (SIFIs), are
those which regulators believe would damage
the broader economy if allowed to file bank-
ruptcy. In other words, Title I of Dodd-Frank
charges the FSOC with identifying those
firms regulators deem too big to fail. While
the CHOICE Act does not fully repeal Title I
of Dodd-Frank, it comes very close.

Rather than eliminate the FSOC complete-
ly, the CHOICE Act strips it of its authority to
designate nonbank financial firms for strin-
gent regulations (Section 113 of Dodd-Frank),
as well as its authority to recommend more
stringent regulations for individual financial
activities.” The CHOICE Act also retroactive-
ly repeals any previously made FSOC designa-
tions for nonbank financial companies. Addi-
tionally, the CHOICE Act repeals Section 115
of Dodd-Frank, which authorizes the FSOC
to make recommendations for more strin-
gentregulations to the Federal Reserve Board
of Governors for both nonbank financial firms
and large bank holding companies.

The CHOICE Act also forces the FSOC
to go through the regular congressional ap-
propriations process, and eliminates the Of-
fice of Financial Research, an autonomous
agency created (by Title I, Subtitle B, of
Dodd-Frank) within the U.S. Treasury. Fur-
thermore, the CHOICE Act repeals Title VIII
of Dodd-Frank, a section of the law that gives
the FSOC similar (overly broad) special-des-
ignation authority for specialized companies
known as financial market utilities.? Com-
bined, these changes transform the FSOC
into an institution capable of doing much less
damage to the economy by essentially con-
verting the FSOC to a regulatory council for
sharing information.

Separately, Title II of the CHOICE Act re-
peals Dodd-Frank’s orderly liquidation author-
ity (OLA) and amends the bankruptcy code so
that large financial firms can credibly use the
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bankruptcy process. Dodd-Frank’s contro-
versial OLA was the 2010 law’s alternative to
bankruptcy for large financial firms, and it was
based on the faulty premise that large financial
institutions cannot fail in ajudicial bankruptcy
proceeding without causing a financial crisis.
The OLA gives these large financial compa-
nies access to subsidized funding and creates
incentives for management to overleverage
and expand their high-risk investments.* The
CHOICE Act implements an improved bank-
ruptcy process for large financial firms by adopt-
ing the text of H.R. 2947, the Financial Institu-
tion Bankruptcy Act of 2016.2

Title IT of the CHOICE Act further guards
against bailouts and too-big-to-fail prob-
lems by eliminating several harmful govern-
ment-guarantee programs. Specifically, the
CHOICE Act eliminates several so-called
emergency liquidity and stabilization guaran-
tee programs implemented by Sections 1104,
1105, and 1106 of Dodd-Frank. Just as im-
portant, the CHOICE Act repeals the FDIC’s
authority to issue emergency loan guaran-
tees, an authority the FDIC used to guarantee
nearly $350 billion in private debt in the wake
of the 2008 crisis.?® Overall, Title IT makes
meaningfully positive changes to the U.S. fi-
nancial regulatory framework.

Suggested Title II Improvement. Title
II of the Financial CHOICE Act takes sev-
eral major steps to reduce the likelihood of
bailouts. It stops the FSOC from identify-
ing firms that regulators deem too big to fail,
it removes most of the FSOC’s overly broad
regulatory authority, and it eliminates Dodd-
Frank’s controversial OLA. In other words,
the CHOICE Act undoes much of what Dodd-
Frank did to enshrine too big to fail. The fol-
lowing recommendation would help reduce
the likelihood of bailouts even further:

e Explicitly convert the FSOC to a shar-
ing council. The bill would strip most of
the regulatory authority from the FSOC,
largely converting it to a regulatory coun-
cil for sharing information. A safer ap-
proach—which would better ensure that

the FSOC can only share information rath-
er than impose regulations—would be to
explicitly amend the council’s authority so
that its only responsibility is to provide a
mechanism for financial regulators to for-
mally share information.

TITLE VII: FED OVERSIGHT REFORM
AND MODERNIZATION (AND TITLE
VI SECTION 665)

Title VII of the Financial CHOICE Act
would implement several major reforms to
the Federal Reserve. To achieve these reforms,
the CHOICE Act essentially adopts the text
of H.R. 3189, the Fed Oversight Reform and
Modernization (FORM) Act of 2015.%* Thus,
a main benefit of the CHOICE Act is that it
would help to improve economic outcomes by
forcing the Fed to conduct monetary policy
in a more transparent manner. The FORM
Act has been mischaracterized as forcing the
Fed to conduct policy using the Taylor Rule,*
but the bill simply does not do so. Instead, the
FORM Act forces the Fed to rationalize what-
ever model it chooses to make its policy deci-
sions against the Taylor Rule. Such a change
would represent a major improvement in
transparency compared to the ad hoc policy-
making that the Fed now conducts purely at
its own discretion.?¢

The CHOICE Act also improves the over-
all representation of the Federal Reserve
District Banks on the Federal Open Market
Committee. First, the bill would amend the
Federal Reserve Act so that six, rather than
five, Fed District presidents would sit on the
committee, thus narrowing the majority posi-
tion that the Fed Board of Governors current-
ly holds on the committee. Additionally, the
bill would end the New York Fed’s permanent
seat on the committee and allow, instead, all
district presidents to rotate on an equal foot-
ing.?” The CHOICE Act would also subject
staff members to more transparency and eth-
ics standards similar to those that apply to Se-
curities and Exchange Commission employ-
ees, and would require the board to disclose
all staff salaries in excess of the annual rate of
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basic pay for GS-15 employees on the General
Schedule pay scale.

Section 707 of the CHOICE Act places
restrictions on the Federal Reserve’s author-
ity to conduct so-called emergency lending
under Section 13(3) of the Federal Reserve
Act.?® Though it would be better to eliminate
this authority altogether—emergency loans
are not necessary for providing market-wide
liquidity—the bill aims to make it more diffi-
cult for the Fed to conduct bailout-style loans
to insolvent firms. The restrictions in the
CHOICE Act include the following: (1) requir-
ing at least nine Fed District Bank presidents
to authorize emergency loans (currently, only
the affirmative vote of five members of the
Board of Governors is required); (2) barring
debt recipients from using equity as collat-
eral; (3) requiring the Fed Board of Governors
to promulgate a rule describing acceptable
collateral; (4) making emergency loans con-
tingent on the board and all federal bank-
ing regulators overseeing a borrower to first
certify that the borrower is solvent; and (5)
requiring the board to charge borrowers a
minimum interest rate that cannot be below
amarket rate.

The CHOICE Act makes two additional
key transparency improvements to the way
the Federal Reserve operates. Section 709
removes remaining restrictions that prevent
the Government Accountability Office from
fully auditing the Fed’s operations. In partic-
ular, the bill removes restrictions on auditing
the Fed’s monetary policy decisions as well
as its dealings with foreign central banks and
governments.?” Also, Section 711 requires the
Federal Open Market Committee to record all
of its meetings and to release full transcripts
to the public. There is no legitimate economic
reason for any government agency, includ-
ing the Federal Reserve, to object to either of
these types of reforms.

Another provision of the bill, Section 665
(in Title VI), would greatly improve congres-
sional oversight of the Fed by placing its pru-
dential regulatory and financial supervision
activities under the regular congressional

budget process. Finally, the CHOICE Act
would allow a major study of the nation’s
monetary policy. Section 710 (Title VII) es-
tablishes a formal monetary commission by
incorporating text similar to the Centen-
nial Monetary Commission Act of 2013 (H.R.
1176). The idea is to “establish a commission
to examine the United States monetary policy,
evaluate alternative monetary regimes, and
recommend a course for monetary policy go-
ing forward.” This type of commission would
provide the appropriate venue for both crit-
ics and supporters to discuss the Fed’s opera-
tions and its proper role.*®

Suggested Federal Reserve Reform
Improvements. Title VII of the Financial
CHOICE Act implements several major re-
forms to Congress’s oversight of the Federal
Reserve and the manner in which the central
bank conducts monetary policy and emer-
gency lending. Additionally, Title VI, Section
665, of the CHOICE Act subjects the Fed’s
regulatory activities to congressional appro-
priations. The following recommendations
would help reform and modernize the Federal
Reserve’s operations even more:

e End the Fed’s role as aregulator. Remov-
ing regulatory functions from the Federal
Reserve is long past due.* Prior to the 2008
crisis, a special task force under the direc-
tion of former Treasury Secretary Henry
Paulson recommended that most of the
Fed’s regulatory authority be dramatically
reduced or transferred to other agencies.??
Stripping the Fed of regulatory authority
would have been entirely consistent with
the international trend during the last
few decades of the 20th century, whereby
roughly a dozen developed countries took
regulatory authority away from their cen-
tral banks.*Ironically, in an earlier draft of
what became the Dodd-Frank Act, Senator
Chris Dodd (D-CT) included legislative
text that would have transferred the Fed-
eral Reserve’s regulatory authority to a sin-
gle financial regulator called the Financial
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Institutions Regulatory Administration
(FIRA).3*

Policymakers should not leave the Fed—
with its history of regulatory capture and
credit allocation to failing firms (and their
creditors)—in charge of regulating finan-
cial markets and providing emergency
lending, while simultaneously being re-
sponsible for conducting the nation’s mon-
etary policy. Beyond the basic temptation
to provide so-called emergency funds to
failing firms it regulates, the Fed also faces
the incentive to use monetary policy ac-
tions to counter any regulatory failings.
This combination further reduces the abil-
ity of markets to discipline poorly man-
aged firms, injects even more politics into
central banking, and jeopardizes the long-
term price stability goal of monetary poli-
cy. A central bank simply does not need to
function as a regulator in order to conduct
monetary policy.*®

e Fully repeal the Fed’s authority to
make emergency loans. Throughout its
history, the Fed’s emergency lending and
discount-window loan policies have jeop-
ardized its operational independence and
put taxpayers at risk. Congress should re-
strict the Fed to providing system-wide
liquidity on an ongoing basis. A central
bank does not need emergency lending
authority to conduct monetary policy.*®

TITLE IX: REPEAL OF THE VOLCKER
RULE AND OTHER PROVISIONS

The main provision in Title IX of the Finan-
cial CHOICE Act repeals Section 619 of Dodd-
Frank, otherwise known as the Volcker Rule.
The Volcker Rule was supposed to protect
taxpayers by prohibiting banks from engaging
in what is known as proprietary trading—that
is, making risky investments solely for their
own profit. Although it sounds logical to stop
banks from making “risky bets” with federally
insured deposits, this idea ignores the basic
fact that banks make risky investments with

federally insured deposits every time they
make aloan. There is really no reason to think
that the Volcker Rule would have prevented—
or even softened—the 2008 crisis or any pre-
vious financial crisis. The practical difficul-
ties associated with implementing the rule
caused regulators to spend years working on
what ended up being an enormously complex
and largely pointless rule.”

Title IX also repeals several other sec-
tions from Title VI of Dodd-Frank, address-
ing items such as studies on credit cards and
on banks’ investment activities, and also an
amendment to the Securities Act of 1933 re-
garding conflicts of interest for certain secu-
ritizations.?® There are likely other sections
from Title VI of Dodd-Frank worth repeal-
ing, but it is hard to improve on Title IX of the
CHOICE Act given that it repeals the Volcker
Rule. Furthermore, several provisions in Title
VI of Dodd-Frank would be obviated for firms
that hold higher capital.*

CONCLUSION

The 2016 Financial CHOICE Act includes
many ideas that would reduce the risk of fu-
ture financial crises and bailouts. Implement-
ing these ideas would allow Americans to
prosper by reducing overbearing government
regulations. The centerpiece of the CHOICE
Act, a regulatory off-ramp, is a feature that
should be included in any major financial reg-
ulatory reform bill. This off-ramp provides
regulatory relief to banks that choose to hold
higher equity capital, thus improving their
ability to absorb losses while reducing the
likelihood of taxpayer bailouts.

There is little reason to heavily regulate
banks that can absorb their own financial
risks, and reducing the likelihood of taxpayer
bailouts gives investors and customers
the necessary incentives to monitor—
and to discipline—firms’ behavior. Thus,
the CHOICE Act replaces government
regulation with market regulation for firms
that absorb their own risks. The CHOICE
Act also restructures (or repeals) several
harmful sections of the 2010 Dodd-Frank
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Act that make future financial crises and
bailouts morelikely, and makes several major
improvements to the Federal Reserve. At the
very least, the 2016 CHOICE Act provides a

basicblueprinttorid U.S. financial markets of
the Dodd-Frank Act and to help Americans
more easily achieve financial security.

—Norbert J. Michel, PhD, is a Research Fellow in Financial Regulations in the Thomas A. Roe Institute for
Economic Policy Studies, of the Institute for Economic Freedom, at The Heritage Foundation.
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CHAPTER 5:

Securities Disclosure Reform

David R. Burton

his chapter examines the law and economics of mandatory disclosure requirements both in connection

with securities offerings and the ongoing disclosure obligations of companies that have issued securities.
It discusses both interim reforms to improve the existing disclosure system to the benefit of both investors
and issuers, and fundamental reform to create a much simpler, more coherent disclosure regime. Disclosure
requirements have become so voluminous that they obfuscate rather than inform, making it more difficult for
investors to find relevant information. It is quite clear that existing regulations, usually imposed in the name
of investor protection,' go beyond those necessary to deter fraud and achieve reasonable, limited, scaled
disclosure for firms. The existing rules have a particularly negative impact on the ability of entrepreneurial
firms to raise the capital they need to start, to grow, to innovate, and to create new products and jobs.?

The existing rules contain at least 14 differ-
ent categories of firms issuing securities, each
with a different set of exemption and disclo-
sure rules. The categories are as follows:

(1) Private companies using section
4(2)(2);

(2)-(6) Private companies using Regu-
lation D (Rule 504, Rule 505 (with and
without non-accredited investors) and,
primarily, Rule 506 (with and without
non-accredited investors));®

(7)-(8) Small issuer Regulation A com-
panies (two tiers);

(9)-(1) Crowdfunding companies
(three tiers);

(12) Smaller reporting companies;

(13) Emerging growth companies; and
(14) Fully reporting public companies.

Each of these categories has different ini-
tial and continuing disclosure obligations.
The rules also create different classes of inves-
tors that can invest in securities offerings, and
a host of other obligations that vary across
the 14 categories. The existing disclosure re-
gime is not coherent: In many cases smaller
firms have greater disclosure requirements,
and the degree and type of disclosure differs
significantly by the type of offering even for
firms that are otherwise comparable in all
meaningful respects.

THE CORE PURPOSE OF
SECURITIES REGULATION

The core purpose of securities market
regulation is deterring and punishing fraud,
and fostering reasonable, scaled disclosure
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of information that is material to investors’
choices. Fraud is the misrepresentation of
material facts or the misleading omission
of material facts for the purpose of inducing
another to act, or to refrain from action, in
reliance on the misrepresentation or omis-
sion.* A transaction induced by fraud (mis-
representation) is not voluntary or welfare
enhancing in that it would not be entered
into in the absence of the fraud (or would be
entered into at a different price).® Federal
law prohibits fraudulent securities transac-
tions.° So do state “blue sky” laws.”

The second important purpose of secu-
rities laws is to foster disclosure to inves-
tors by firms that sell securities of material
facts about the company needed to make
informed investment decisions.® Appropri-
ate mandatory disclosure requirements can
promote capital formation, the efficient al-
location of capital and the maintenance of a
robust, public, and liquid secondary market
for securities.” The reasons for this are that
(1) the issuer is in the best position to accu-
rately and cost-effectively produce informa-
tion about the issuer;° (2) information dis-
closure promotes better allocation of scarce
capital resources or has other positive exter-
nalities;" (3) the cost of capital may decline
because investors will demand a lower risk
premium;*? (4) disclosure makes it easier
for shareholders to monitor management;'
and (5) disclosure makes fraud enforcement
easier because evidentiary hurdles are more
easily overcome.™*

The baseline for measuring the benefits
of mandatory disclosure is not zero disclo-
sure. Firms would disclose considerable
information even in the absence of legally
mandated disclosure. It is, generally, in their
interest to do so.”” Even before the New Deal
securities laws mandating disclosure were
enacted, firms made substantial disclosures,
and stock exchanges required disclosure by
listed firms.'® Firms conducting private place-
ments today make substantial disclosures
notwithstanding the general absence of a
legal mandate to do so.”” The reason is fairly

straightforward: In the absence of meaning-
ful disclosure about the business and a com-
mitment, contractual or otherwise, to provide
continuing disclosure, few would invest in the
business and those that did so would demand
substantial compensation for the risk they
were undertaking by investing in a business
with inadequate disclosure.”® Voluntary dis-
closure allows firms to reduce their cost of
capital and, therefore, they disclose informa-
tion even in the absence of a legal mandate to
do so.

Mandatory disclosure laws often impose
very substantial costs. These costs do not in-
crease linearly with company size. Offering
costs are larger as a percentage of the amount
raised for small offerings. They therefore
have a disproportionate adverse impact on
small firms. Moreover, the benefits of man-
dated disclosure are also less for small firms
because the number of investors and amount
of capital at risk is less. Since the costs are dis-
proportionately high and the benefits lower
for smaller firms, disclosure should be scaled
so that smaller firms incur lower costs.”

Disclosure also has a dark side in countries
with inadequate property-rights protection.
In a study examining data from 70,000 firms,
the World Bank found that, in developing
countries, mandatory disclosure is associated
with significant exposure to expropriation,
corruption, and reduced sales growth.?°

Nor should it be forgotten that many large
businesses and large broker-dealers are quite
comfortable with high levels of regulation be-
cause regulatory compliance costs constitute
a barrier to entry, limiting competition from
smaller, potentially disruptive, competitors.*
Some have been quite forthright about this.
As Goldman Sachs CEO Lloyd Blankfein, for
example, said:

More intense regulatory and tech-
nology requirements have raised the
barriers to entry higher than at any
other time in modern history. This is
an expensive business to be in, if you
don’t have the market share in scale.
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Consider the numerous business exits
that have been announced by our peers
as they reassessed their competitive
positioning and relative returns.??

The securities bar, accounting firms do-
ing compliance work, and regulators all have
a strong pecuniary interest in maintaining
complex rules. One former Securities and
Exchange Commission (SEC) Commissioner
noted that:

The other Commissioners seemed to feel
that the staff was their constituency and
that by supporting staff they were neces-
sarily acting in the public interest...

Most of my close business and person-
al friends are securities lawyers, and
many of them are SEC alumni. I belong
to a tight-knit community of interest-
ing and decent people, whose liveli-
hoods depend on the continued exis-
tence and vitality of the SEC.*®

Empirical Measures of Disclosure Ben-
efits. There is no small degree of truth in the
observation of Georgetown law professors
Donald Langevoort and Robert Thompson
that “[m]ost all of securities regulation is edu-
cated guesswork rather than rigorous cost-
benefit analysis because we lack the ability to
capture the full range of possible costs or ben-
efits with anything remotely resembling pre-
cision.”?* The benefits, and to a lesser extent
the costs, of mandatory disclosure are difficult
to measure although the benefits are probably
substantially less than commonly thought.?
The limited empirical literature examining
the issue tends to find little, and often no, net
benefit.?¢ As Yale Law School Professor Ro-
berta Romano has written, “the near total ab-
sence of measurable benefits from the federal
regulatory apparatus surely undermines blind
adherence to the status quo.”*”

On the other hand, the United States se-
curities markets are the largest, deepest cap-
ital markets in the world. At more than $25

trillion in 2015, the U.S. stock market capi-
talization accounts for nearly two-fifths of
global equity values.?® The U.S stock market
dwarfs the securities markets of most coun-
tries.? U.S. market capitalization as a per-
centage of national income is greater than
that of all major developed countries’ except
Switzerland’s.?® U.S. private capital markets
are broad and deep compared to those in
other countries.® This implies that the U.S.
securities regulatory regime is generally
reasonable compared to those in most other
countries, although other factors, such as
property rights protection, taxation (of both
domestic and foreign investors), the legal
ability or willingness of banks to undertake
equity investment, and the degree of corrup-
tion, should also be considered.

Itis quite clear that existing regulations, usu-
allyimposed in the name of investor protection,
go beyond those necessary to deter fraud and
achieve reasonable, limited, scaled disclosure
for small firms. Existing rules seriously impede
the ability of entrepreneurial firms to raise the
capital they need to start, to grow, to innovate,
and to create new products and jobs.

INVESTOR PROTECTION EXAMINED

“Investor protection” is a central part of the
SEC’s mission.?* It is quite clear that existing
regulations, usually imposed in the name of
investor protection, go beyond those neces-
sary to deter fraud and achieve reasonable,
limited, scaled disclosure for small firms. A
main problem is that the term “investor pro-
tection” is a very ambiguous term that can
cover, at least, four basic ideas. The first is pro-
tecting investors from fraud or misrepresen-
tation. This is a fundamental function of gov-
ernment. The second is providing investors
with adequate information to make informed
investment decisions. Although a legitimate
function of the securities laws, this requires
policymakers to carefully balance the costs
(which are typically underestimated by regu-
lators and policymakers) and benefits (which
are typically overestimated by regulators and
policymakers) of mandatory disclosure.*®
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The third is protecting investors from in-
vestments or business risks that regulators
deem imprudent or ill-advised. This is not an
appropriate function of government and can
be highly counterproductive. The fourth is
protecting investor freedom of choice or in-
vestor liberty and, thereby, allowing investors
to achieve higher returns and greater liquidity.
This primarily requires regulators to exercise
restraint, or eliminate existing regulatory bar-
riers, both in the regulation of primary offer-
ings by issuers and of secondary market sales
by investors to other investors. In practice,
this aspect of investor protection is almost en-
tirely ignored by state and federal regulators.

Disclosure requirements have become so
voluminous that they obfuscate rather than
inform, making it more difficult for inves-
tors to find relevant information.** Over the
past 20 years, the average number of pages
in annual reports devoted to footnotes and

“Management’s Discussion and Analysis’
has quadrupled.®*® The number of words in
corporate annual 10-Ks has increased from
29,996 in 1997 to 41,911 in 2014.%¢ Very few
investors, whether professional or retail, are
willing to wade through lengthy disclosure
documents, often running hundreds of pages
of dense legalese, available on the SEC’s ED-
GAR database® or multitudinous state blue
sky filings in the forlorn hope that they will
find something material to their investment
decision that is not available elsewhere in
shorter, more focused, more accessible mate-
rials. Many of these more accessible materials
are, of course, synopses of both the mandated
disclosure documents® and other voluntarily
disclosed information, such as shareholder
annual reports or materials provided to secu-
rities analysts by companies. But the fact that
the vast majority of investors rely on these
summary materials strongly implies that the
legal requirements exceed what investors find
material to their investment decisions.

The law should not, even in principle,
adopt a regulatory regime that is designed to
protect all investors from every conceivable
ill. Even in the case of fraud, there needs to be

2

a balancing of costs and benefits. Securities
law should deter and punish fraud, but, given
human nature, it can never entirely eliminate
fraud. The only way to be certain that there
would be no fraud would be to make business
impossible. In other words, the socially op-
timal level of fraud is not zero.** While fraud
imposes significant costs on the person who
is defrauded, preventing fraud also has sig-
nificant costs (both to government and to law-
abiding firms or investors), and at some point
the costs of fraud prevention exceed the ben-
efits, however defined.* It is up to policymak-
ers to assess this balance and make appropri-
ate judgments in light of the evidence.

About three-fifths of the states conduct
what is called “merit review.”* Under merit
review, state regulators decide whether a se-
curities offering is too risky or too unfair to be
offered within their state, effectively substi-
tuting their investment judgment for that of
investors. Merit review is wrong in principle.
Moreover, it is very unlikely that regulators
make better investment decisions than inves-
tors. Lastly, merit review is expensive and it
delays offerings considerably.**

In a free society, it is inappropriate pater-
nalism for the government to prevent people
from investing in companies that they judge to
be good investment opportunities, or in which
they may invest for reasons other than pecuni-
ary gain (personal relationship or affinity for
the mission of the enterprise).** Itis a violation
of their liberty and constrains their freedom.
Citizens, not government, should be the judge
of what is in their interest. This idea, however,
is under sustained assault both by progres-
sives and by “libertarian paternalists.”** Both
progressives and libertarian paternalists rely
on the common sense findings of behavioral
economics that people are not always rational,
sometimes make poor decisions, and respond
to sales pressure or disclosure documents dif-
ferently.*> Securities regulators are increasing-
ly looking to this body of literature to inform
or justify their actions.*¢

There are at least eight reasons to doubt
that government regulators have better
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investment judgment than private investors
investing their own money. First, there is the
inability of a central regulatory authority to
collect and act on information as quickly and
accurately as dispersed private actors.*” There
is a reason why government has a reputation
for being ponderous and slow to act.*® In the
context of securities regulation, it is highly
doubtful that government regulators have a
better understanding of business and the mar-
kets than those participatingin those markets.
Second, private investors have strong incen-
tives to be good stewards of their own money,
both in the sense of not taking unwarranted
risks, and in the sense of seeking high returns.
Investors may also seek to invest for reasons
that do not involve pecuniary gain, including
support of the persons launching an enter-
prise or support for a social enterprise that
has a dual mission. Government regulators
have an entirely different set of incentives.
Third, individuals, not government offi-
cials, know their own risk tolerance and their
own portfolios. Investing in a riskier securi-
ty* can reduce the overall risk of a portfolio
if the security in question is negatively corre-
lated or even not highly covariant with price
movements of the overall portfolio.*® Fourth,
government officials are people too, and ex-
hibit the same irrationality and tendency to
sometimes make poor decisions as anyone
else. There is absolutely no reason to believe
that regulators are less subject to the con-
cerns identified by behavioral economics and
the “libertarian paternalists” than are others.
Moreover, since most securities regulators
are lawyers, and a legal education provides
no training for making investment decisions,
there is no particular reason to believe that
they have any relevant “expertise” that will
make their investment decisions objectively
better than those investing their own money.
Fifth, as public-choice economics has
demonstrated, government officials are not
angels but act in their own self-interest.”
This, too, is in keeping with basic common
sense. Government officials have an interest
in enlarging their agencies, increasing their
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power, and improving their employment
prospects.®> They are no more benevolent
than any other group of people, including is-
suers and investors, and there is no reason to
believe that government regulators will act in
the interest of investors when those interests
conflict with their own interests. The analysis
of politics, and the politicians and regulators
who conduct politics, should be stripped of its
‘romance.”®® Sixth, government officials mak-
ing investments have a notoriously bad track
record.>* Perhaps the most famous example of
poor entrepreneurial investment judgment
by regulators is when securities regulators in
Massachusetts barred Massachusetts citizens
from investing in Apple Computer during its
initial public offering.’® The regulators had
deemed it too risky of an investment.

Seventh, in their capacity as risk assessors,
regulators have an increasingly obvious bad
track record. In the most recent financial cri-
sis, government regulators’ judgment proved
no better than that of private actors.* Eighth,
it is a reasonable hypothesis that government
regulators are unduly risk averse. There are
at least two reasons for this: (1) Government
tends to attract people who are risk averse.
They have a lower risk tolerance than those
making entrepreneurial investments.”” (2)
Government regulators’ incentives tend to
make them unduly risk averse. An investment
that goes bad may make the headlines and
their regulatory judgment may be criticized.
An investment that never happens because it
does not receive regulatory approval will not
make the headlines, and their judgment will
not be second-guessed.

Those states that do not undertake merit
review rely on anti-fraud laws and the disclo-
sure of the material facts by issuers but allow
investors to make their own decisions, just as
federal securities laws rely primarily on dis-
closure and anti-fraud enforcement.*®

Current Investor-Protection Regime
Is Counterproductive. While doing little
to actually protect investors, the current ar-
ray of state and federal regulatory excesses
impose costly requirements and restrictions
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that have a disproportionate negative impact
on small and start-up firms. Furthermore, al-
though the Jumpstart Our Business Startups
(JOBS) Act mitigated the problem, existing
rules often, in practice, force these firms to
use broker-dealers or venture capital firms to
raise capital.”® This often raises issuer costs.
Being reliant on broker-dealers or venture
capital firms to raise capital also increases
the likelihood that the entrepreneur will lose
control of the company he or she founded be-
cause these firms so often require large fees, a
large share of the ownership of the company,
or effective control of the firm when raising
capital for new, unseasoned issuers. The law
should allow entrepreneurs to effectively
seek investors without reliance on broker-
dealers or venture capital firms.

THE PRIVATE-PUBLIC DISTINCTION

The securities laws draw a distinction be-
tween public and private companies, imposing
awide variety of disclosure obligations on pub-
lic companies that are not imposed on private
companies. Originally, this distinction was
generally one between firms whose securities
were traded on stock exchanges and those that
were not. The Securities Acts Amendments of
1964 broadened the requirements to register
and make periodic disclosures to any company
with 500 or more shareholders of record.®! The
2012 JOBS Act liberalized this rule by allowing
a firm to have up to 2,000 accredited investors
before being required to register.®?

Itis far from clear that the current “holder
of record” method of drawing the distinc-
tion between public and private firms is the
best. The number of beneficial owners, pub-
lic float, or market capitalization—all met-
rics used in connection with other securities
law provisions—are probably better than
the traditional shareholder-of-record mea-
sure.®® The number of holders of record bears
little relationship to any meaningful crite-
ria of when disclosure should be mandated
or when disclosure or other requirements
should be increased. Its primary virtue is ease
of administration.

The distinction between public and private
firms is probably best thought of as between a
firm with widely held ownership (public) as
opposed to closely held ownership (private).®
Given the breadth of ownership, the aggre-
gate value of investments made, the fact that
management is a more effective producer of
information than multiple outside investiga-
tors with limited access to the relevant facts
absent mandatory disclosure, the agent-prin-
ciple or collective-action problem and vari-
ous other factors imposing greater disclosure
obligations on larger, widely held firms is ap-
propriate. It is, however, important that even
the disclosure and other obligations of public
companies be scaled. Compliance costs have
a disproportionate adverse impact on small
firms, and the benefits are correspondingly
less because small firms have fewer investors
with less capital at risk.

INTERIM SECURITIES
REGULATION REFORM

Fundamental securities regulation reformis
necessary, and discussed below, under “Funda-
mental Securities Regulation Reform.” In the
interim, there are steps that should be taken to
improve the regulatory environment for small
firms seeking access to the capital markets. The
major components of an interim disclosure re-
form program are outlined below.*

Reducing Barriers to Raising Private
and Quasi-Public Capital. The Securities
Act of 1933% makes it generally illegal to sell
securities unless the offering is registered
with the SEC.®” Making a registered offering
(“going public”) is a very expensive proposi-
tion and well beyond the means of most small
and start-up companies. In addition, the costs
of complying with continuing disclosure and
other obligations of being a registered, public
company are quite high.®® The act, however,
exempts various securities and transactions
from this requirement.

Regulation A. The original 1933 Securities
Act contained the small-issue exemption that
is the basis for Regulation A. Congress has in-
creased the dollar amount of the exemption

66

Prosperity Unleashed: Smarter Financial Regulation



over the years.®” Overly burdensome regula-
tion by state regulators and, to a lesser extent,
by the SEC combined with the opportunity
for issuers to avoid burdensome blue sky laws
since 19967° via Rule 506 of Regulation D ren-
dered Regulation Aadeadletter.” In 2011, only
one Regulation A offering was completed.”?
SEC data show that between 2009 and 2012,
companies used Regulation A to raise only
$73 million. Comparably sized Regulation D
offerings raised $25 billion and comparably
sized public offerings raised $840 million.”
Thus, in the aggregate, over that three-year
period, Regulation A accounted for less than
three-tenths of 1 percent of the capital raised
in offerings of $5 million or less.™

Title IV of the JOBS Act demonstrates a
clear, bipartisan consensus that this is unac-
ceptable and thatthe section 3(b) small-issues
exemption needed to be rethought to pro-
mote small-business capital formation. Title
IV has come to be known as Regulation A+. It
allows Regulation A offerings of up to $50 mil-
lion. The SEC promulgated a rule implement-
ing Title IV that went into effect on June 19,
2015.” This regulation creates two tiers, but
only the more heavily regulated second tier
would be blue sky exempt. Smaller, “Tier 1”
companies remain subject to the expense and
delay of blue sky laws. Moreover, secondary
trading” of Tier 2 securities remains subject
to blue sky laws. Congress should implement
the following two Regulation A reforms:

1. Congress should pre-empt state registra-
tion and qualification laws governing all
Regulation A company securities. These
companies have substantial initial and
continuing disclosure obligations. Con-
gress should either define covered securi-
ties to include securities sold in transac-
tions exempt pursuant to Regulation A, or
define qualified purchasers to include all
purchasers of securities in transactions
exempt under Regulation A, or both. The
recent Regulation A+ rule would do this
for primary offerings of Tier 2 securities.

2. Congress should simplify the statutory
small-issue exemption. Specifically, Con-
gress should amend Securities Act section
3(b)() so that Tier 1 Regulation A offer-
ings have reasonable requirements for of-
fering statements and periodic disclosure,
and that the provisions are self-effectuat-
ing without having to wait for the prom-
ulgation of SEC regulations. The current
rules are nearly as complex as those gov-
erning smaller reporting companies.

Regulation D. The Securities Act provides
an exemption for offerings “not involving
any public offering.” Regulation D, adopted
in 1982, provides a safe harbor such that of-
ferings that are compliant with the require-
ments of Regulation D are deemed not to in-
volve a public offering.”

Regulation D has three parts. Rule 504® and
Rule 5057 were meant for use by small firms.
Rule 504 allows firms to raise up to $1 million
annually.®’ Rule 505 allows firms to raise up to
$5 million annually.® In practice, 99 percent
of capital raised using Regulation D is raised
using Rule 506.%2 This is because Rule 506 of-
ferings, in contrast to Rule 504 or Rule 505 of-
ferings, are exempt from state blue sky registra-
tion and qualification requirements.® Issuers
using Rule 506, therefore, do not have to bear
the expense and endure the delay of dealing
with as many as 52 regulators, # about three-
fifths of whom engage in “merit review” where
regulators purport to decide whether an invest-
ment is fair or a good investment. Regulation
D has become the dominant means of raising
capital in the United States, particularly for en-
trepreneurs.® According to SEC data, in 2014,
registered (public) offerings accounted for
$1.35 trillion of new capital raised, compared
to $2.1trillion raised in private offerings. Regu-
lation D accounted for $1.3 trillion (62 percent)
of private offerings in 2014.5¢

Most Regulation D offerings are sold en-
tirely to accredited investors because selling
to non-accredited investors triggers addi-
tional disclosure requirements under Regu-
lation D and creates other regulatory risks.®”
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In general, an accredited investor is either a
financial institution or a natural person who
has either income greater than $200,000
($300,000 joint) or a residence exclusive
net worth of $1 million or more.®® There is
a major push by liberal organizations and
state regulators to increase these thresholds
dramatically.®®

Rule 506 also permits up to 35 “sophisticat-
ed investors” to purchase Rule 506 offerings.
The problem is that the regulatory definition
of what constitutes a sophisticated investor is
very amorphous. It turns on whether the in-
vestor has such “knowledge and experience
in financial and business matters” that the in-
vestor “is capable of evaluating the merits and
risks of the prospective investment.”*°

Congress should prevent the promulga-
tion of the Regulation D amendments pro-
posed in July 2013.”* These rules would sub-
stantially increase the regulatory burden for
smaller companies seeking to use Regula-
tion D and have no appreciable positive im-
pact. They would require filing three forms
instead of one, and would impose a variety
of other burdensome requirements.®> In ad-
dition, a proposed temporary rule would
require the mandatory submission of writ-
ten general solicitation materials, including
Web pages.”®

Crowdfunding. The story of the investment
crowdfunding exemption is an object les-
son in how a simple, constructive idea can be
twisted by the Washington legislative process
into a complex morass. Representative Pat-
rick McHenry (R-NC) introduced his Entre-
preneur Access to Capital Act on September
14, 2011.°* It was three pages long—less than
one page if the actual legislative language
were pasted into a Word document. It would
have allowed issuers to raise up to $5 million,
and limited investors to making investments
equal to the lesser of $10,000 or 10 percent of
their annual income.”® The exemption would
have been self-effectuating, requiring no ac-
tion by the SEC in order to be legally opera-
tive. The bill reported out of Committee and
ultimately passed by the House was 14 pages

long.°® By the time the Senate was done with
it, it had become 26 pages long.”” Many of the
additions were authorizations for the SEC to
promulgate rules or requirements that it do
so. The bill was incorporated into the JOBS
Act as Title ITI. Firms may raise no more than
$1 million annually using Title ITI crowdfund-
ing.”® So it is only an option for the smallest of
firms. The PDF of the October 23, 2013, pro-
posed crowdfunding rule is 585 pages long
(although double-spaced) and sought public
comments on well over 300 issues raised by
the proposed rule.”” On November 16, 2015,
the SEC issued its final 685-page rule.'®°
These rules were effective May 16, 2016.

If Congress decides to work with the cur-
rent crowdfunding statute rather than start
over, there are at least eight changes that
should be made if crowdfunding is to achieve
its promise. Six of these changes relate to how
the crowdfunding exemption operates.'” The
following two changes relate to disclosure
rules for crowdfunding;:'*?

1. Congress should eliminate the audit re-
quirements in crowdfunding offerings
over $500,000 required by Securities Act
section 4A(b)(1) (D) (iii).

2. Congress should reduce the mandatory
disclosure requirements on crowdfunding
issuers. They are much too burdensome
for the very small firms that are permitted
to use Title ITI crowdfunding.

Congress would probably do better by sim-
ply starting over and replacing the existing
Title IIT with a simpler statute more appro-
priately crafted for very small firms.

Other Improvements. Extremely small
firms should not be forced to comply with
complex securities laws, including mandato-
ry federal disclosure requirements, to launch
abusiness.

Congress should amend the Securities Act
to create a statutory “micro-offering” safe
harbor so that any offering is deemed not to
involve a public offering for purposes of sec-
tion 4(a)(2) if the offering (1) is made only to
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TABLE 5-1

IPO-Related Fees

AS A PERCENTAGE OF OFFERING SIZE, 1996-2012

Offering $5 Million to Offering More than

All Offerings $50 Million $50 Million
(N=4,868) (N=2,017) (N=2851)
Total Fees 9.55% 11.15% 8.44%
Compliance Fees 1.39 1.91 1.03
Registration Fees 0.03 0.04 0.02
Blue Sky Fees 0.03 0.07 0.01
Accounting Fees 0.53 0.72 0.40
Legal Fees 0.80 1.08 0.60
Underwriter Fees 6.45 6.87 6.17
Printing Fees 0.32 0.47 0.22

NOTE: Figures exclude offerings from non-Canadian foreign issuers and blank-check companies.

SOURCE: U.S. Securities and Exchange Commission, Division of Economic and Risk Analysis, “Proposed Rule Amendments for
Small and Additional Issues Exemptions Under Section 3(b) of the Securities Act,” Federal Register, Vol. 79, No. 15, January 23,
2014, p. 3978, https://www.gpo.gov/fdsys/pkg/FR-2014-01-23/pdf/2013-30508.pdf (accessed December 15, 2016).
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people with whom an issuer’s officers, direc-
tors, or 10 percent or more shareholders have
a substantial pre-existing relationship; (2)
involves 35 or fewer purchasers; or (3) has an
aggregate offering price of less than $500,000
(within a 12-month period).!*®

REDUCING REGULATORY BURDENS
ON SMALL PUBLIC COMPANIES
Regulation S-K'* is the key regulation gov-
erning non-financial statement disclosures
of registered (public) companies. The list of
items to be disclosed pursuant to Regulation
S-K runs to nearly a hundred pages of small
type. Regulation S-X'° generally governs
public company financial statements in reg-
istration statements or periodic reports. The
list of items to be disclosed pursuant to Regu-
lation S-X runs to nearly a hundred pages of
small type, not counting the many items in-
corporated by reference.'®® These two rules,
including the various rules and accounting
policies that they incorporate by reference

(including those of the SEC, the Public Com-
pany Accounting Oversight Board, and the
Financial Accounting Standards Board), im-
pose the vast majority of the costs incurred by
public companies.

The SEC has estimated that “the average
cost of achieving initial regulatory compli-
ance for an initial public offering is $2.5 mil-
lion, followed by an ongoing compliance cost,
once public, of $1.5 million per year.”’*” This
is probably a significant underestimate for
many firms.

Costs of this magnitude make going pub-
lic uneconomic for most smaller firms. Table
5-1 shows the composition and magnitude of
the costs, according to the SEC. It also shows
that the costs are disproportionately higher
for firms conducting offerings of $50 million
or less.

Although there have been some efforts
to scale disclosure requirements, notably
the emerging growth company provisions
contained in Title I of the JOBS Act and the

The Heritage Foundation | heritage.org 69



TABLE 5-2

Proposal for a Reformed Disclosure Regime

Size
Type of Type of (Public Float/Number
Issuer Solicitation of Beneficial Owners) Secondary Market Status
Private Private and Below specified and  Not traded on a National Securities
Threshold A Exchange, a Venture Exchange,
or an Alternative Trading System
(ATS)
Quasi-Public General or Above specified and  Not traded on a National Securities
Threshold A Exchange; may be traded on a
Venture Exchange or an ATS
Public General and Above specified or National Securities Exchange
(Registered) Threshold B traded

K& heritage.org

smaller reporting company rules promulgat-
ed by the SEC, public company compliance
costs have grown sufficiently high that many
smaller firms are “going private.”'*® Sarbanes—
Oxley (2002),'° Dodd-Frank (2010),"'° and
other legislation and regulatory actions have
contributed to these costs. Moreover, U.S.
initial public offering costs are considerably
higher than those abroad.™ Congress should
implement the following public-company dis-
closure reforms:

1. Pre-empt blue sky registration and quali-
fication requirements with respect to
public companies not listed on nation-
al exchanges,

2. Increase the smaller reporting company
threshold from $75 million to $300 mil-
lion of public float and confirm the “accel-
erated filer” definition,?

3. Make all emerging growth company ad-
vantages permanent for smaller reporting
companies, and

4. Improve the disclosure requirements un-
der Regulation S-K for smaller reporting
companies.'®

FUNDAMENTAL SECURITIES
REGULATION REFORM

There is a need to fundamentally rethink
the regulation of small-company capital for-
mation. The SEC is considering reforms to
the current disclosure regime. It has complet-
ed a congressionally mandated study,"* and in
April 2016 issued a Regulation S-K Concept
Release seeking public comment on 340 spe-
cificissues."® This process, while constructive,
is unlikely to result in fundamental reforms.
Congress must develop and implement a co-
herent scaled disclosure regime.

This new disclosure framework should
address both initial and continuing disclo-
sure. It should be integrated across the vari-
ous exemptions and categories of reporting
companies such that larger firms with more
investors and more capital at risk have greater
disclosure obligations. Congress should con-
sider the cost of compliance, the investor pro-
tection benefits of the added disclosure, the
cost to investors of being denied investment
opportunities by investment restrictions, and
the cost to the public of lost economic growth,
capital formation, innovation, and job cre-
ation caused by the regulation of issuers.
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Congress should reduce the number of cat-
egories of firms issuing securities. There are
currently 14 categories, each with its own set
of exemptions and disclosure rules. One pos-
sibility is to establish the following three cat-
egories: (1) Private, (2) Quasi Public, and (3)
Public. (See Table 5-2.)

In a regime consisting of such categories,
companies would report based on the category
they were in (private, quasi-public, or public).
Blue sky laws regarding registration and quali-
fication would be pre-empted in all cases, but
state anti-fraud laws would remain operative.
Private companies would have no legally man-
dated disclosure requirements. Disclosure re-
quirements would be negotiated by the private
parties involved much as they usually are now.
A company would be deemed private if it did
not engage in general solicitation, was below
some specified number of beneficial owners,°
or perhaps, some measure of non-insider share
value (analogous to public float)—threshold A—
and its shares were not traded on a national
securities exchange, venture exchange, or al-
ternative trading system (ATS).

Public companies could engage in gen-
eral solicitation and would be (1) above a
specified measure of size (threshold B) or (2)
have shares traded on a national securities
exchange. Disclosure obligations would be
scaled based on some measure of size (prob-
ably public float). This is the category into
which most full-reporting companies, smaller
reporting companies, emerging-growth com-
panies, and perhaps some Regulation A+ com-
panies would fall.

Companies that were neither “public” nor
‘private” would be intermediate “quasi-pub-
lic” companies. They could engage in general
solicitation and sell to the public. Disclosure
obligations would be scaled based on some
measure of size (perhaps public float if traded
on a venture exchange or an ATS; the number
of beneficial owners otherwise). These are the
kind of companies that are meant to use the
crowdfunding, Rule 505, and Regulation A ex-
emptions, and would include some companies
that are smaller reporting companies today.

Disclosure obligations would be scaled
within the quasi-public and public category
(larger and smaller). Registration statements
would be dramatically simplified, describing
the security being offered, but the annual (10-
K), quarterly (10-Q), and major event (8-K)
reporting would become the core of the dis-
closure system rather than registration state-
ments (exceptin the case of initial quasi-public
offerings (transitioning from private company
status) or initial public offerings (transitioning
from private or quasi-public status)).

Although it is far from clear that they
should be retained, some accredited inves-
tor limitations measuring wealth, income,
or sophistication could be applied to private
offerings should policymakers wish to limit
those who may invest in private companies.
In that case, however, something similar to
the current section 4(a)(2) exemption should
remain combined with a statutory exemption
for micro issuers. Otherwise, two guys start-
ing a bar would run afoul of the securities
laws. Such a regime would constitute a major
improvement over the current one. It would
be simpler, result in fewer regulatory difficul-
ties and costs, protect investors, and promote
capital formation.

FUNDAMENTAL REFORM: MORE
DETAILED GUIDANCE

To accomplish disclosure reform while
maintaining the basic current exemption
structure, Congress would need to amend:

1. Securities Act Schedule A (which cur-
rently contains a list of 32 disclosure re-
quirements and is about five pages long);
Securities Act sections 7 and 10 (relat-
ing to registration statements and pro-
spectuses); and

Securities Exchange Act sections 13,
14, 14A, 16, and 21E (relating to periodic
and other reports, proxies, shareholder
approvals, disclosure concerning direc-
tors, officers, and principal shareholders,
and the safe harbor relating to forward-
looking statements)."”
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A revised Schedule A would list all dis-
closure requirements applicable to a fully
reporting public company and also indicate
which provisions did not apply to smaller re-
porting companies and companies falling into
other categories. It would, in effect, become
the roadmap with which companies had to
comply for disclosure requirements.

Implementing the complete reform pro-
gram outlined above would involve substan-
tial changes to other provisions in the law, no-
tably sections 3, 4, and 4A of the Securities Act
(relating to exempted securities, exempted
transactions, and crowdfunding, respective-
ly). This would replace the current patchwork
of 14 different categories, each with a different
set of exemption and disclosure rules, with
three major issuer categories (private, quasi-
public, and public), and two scaled disclosure
categories (larger and smaller) within the
quasi-public and public exemption categories.

CONCLUSION

Because the benefits of mandatory dis-
closure are so much smaller than usually as-
sumed, policymakers need to adopt a more
skeptical posture toward the existing disclo-
sure regime. The costs are significant and
have dramatically increased in recent years.
The adverse impact on small and start-up en-
trepreneurial firms, innovation, job creation,
and economic growth are substantial. More-
over, disclosure requirements have become
so voluminous that they defeat their alleged
purpose. They obfuscate rather than inform.

Because the costs are disproportionately
high and the benefits lower for smaller firms,
disclosure should be scaled so that smaller
firms incur lower costs. The current system—
a set of 14 different disclosure regimes—is in-
coherent. In many cases, under current law,

smaller firms have greater disclosure require-
ments than large firms, and the degree and
type of disclosure differs significantly by the
type of offering even for firms and offerings
that are otherwise comparable in all mean-
ingful respects.

Blue sky laws raise costs and create delays.
States that engage in merit review are partic-
ularly problematic. There is ample evidence
that blue sky laws are one of the central im-
pediments to both primary offerings by small
companies and secondary market trading in
small company securities by investors. There
is little evidence that the registration and
qualification provisions of state blue sky laws
protect investors. In fact, there is evidence
that they hurt investors. State blue sky reg-
istration and qualification provisions should
be pre-empted by Congress with respect to
companies that have continuing reporting
obligations, including public companies and
those issuing securities under Regulation A
or under Regulation Crowdfunding.

This chapter outlines a program of interim
reforms to improve the existing disclosure re-
gime. It recommends specific changes to Reg-
ulation A, crowdfunding, Regulation D, and
the regulation of small public companies and
of secondary markets that, taken as a whole,
would dramatically improve the current regu-
latory environment.

This chapter also outlines a program of
fundamental reform that would dramati-
cally simplify the existing disclosure regime
to the benefit of both investors and issuers.
This proposal would replace the current 14
disclosure categories with three disclosure
regimes—public, quasi-public, and private—
and disclosure under the first two categories
would be scaled based on either public float or
the number of beneficial shareholders.

—David R. Burton is Senior Fellow in Economic Policy in the Thomas A. Roe Institute for Economic Policy
Studies, of the Institute for Economic Freedom, at The Heritage Foundation.
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CHAPTER 6:

The Case for Federal
Pre-Emption of State

Blue Sky Laws

Rutheford B. Campbell Jr.

THE NEED FOR LAWS TO GOVERN CAPITAL FORMATION

American society long ago abandoned an unregulated securities market and imposed legal requirements
on businesses (issuers) when they offer or sell their securities to investors.!

In a market economy such as ours, impos-
ing rules on capital formation makes econom-
ic sense.> Without some regulation of the con-
duct of businesses offering and selling their
securities to investors, those businesses may
have an incentive to misstate or fail to dis-
close material investment information. This
may amount to unfairness to, and an undesir-
able fraud on, investors in connection with
the purchase and sale of securities.

Misstated or undisclosed material invest-
ment information may also facilitate an inef-
ficient allocation of precious market capital.
There is no way to be sure, for example, that
an investor’s decision to turn over his or her
capital to a business amounts to an efficient
allocation of that capital, if that decision is
made as a result of the business’s misstate-
ments of or failure to disclose material invest-
ment information.

Society’s rules regulating capital forma-
tion are usually of two separate but related
types. First is society’s antifraud rules, which
prohibit businesses offering or selling their

securities to investors from engaging in ma-
nipulative or deceptive acts. These antifraud
rules require that a business in connection
with its offer or sale of securities disclose all
material information to investors and refrain
from making material misstatements.?
Society’s second, related rule governing
capital formation requires that a business of-
fering its securities to investors “register” the
securities or meet the conditions for an exemp-
tion from this registration requirement. Reg-
istration typically requires that the business
offering securities to investors provide closely
prescribed investment information to a desig-
nated governmental agency (typically through
the filing of a registration statement with, for
example, the Securities and Exchange Commis-
sion (SEC) and also provide that prescribed in-
vestment information to investors (typically by
providing investors with a prospectus)).*
These two broad types of capital formation
rules imposed by society’—antifraud rules
and rules requiring registration—incentivize
the efficient disclosure of accurate, material

The Heritage Foundation | heritage.org 83



investment information in connection with
the offer and sale of securities. Disclosure of
such investment information by the business
offering its securities to investors reduces
fraud and unfairness to investors and increas-
es the likelihood that market capital provided
by investors will be allocated to its highest
and best use.

These societal rules may, however, gener-
ate additional offering costs for the business
that is seeking external capital. The additional
costs may retard, or in some cases completely
choke off, the flow of capital from investors to
businesses. If, for instance, the costs (such as
accounting fees, legal fees, and filing fees) of
complying with society’s rules regarding capital
formation force the company’s overall cost of
issuing capital to rise above its expected return,
the business is unlikely to undertake the project.

The problem with the rules governing cap-
ital formation enacted by states, territories,
and the District of Columbia (state blue sky
laws) is that the registration requirements
of those blue sky laws raise the offering costs
of capital formation to an inefficient and in
some cases an intolerable level.

There are obvious and significant increased
costs generated as aresult of imposing multiple
registration regimes on businesses soliciting
capital. If, for example, a company solicits
broadly for its capital, it may be required to
comply with the separate and independent
registration requirements of all of the 50-plus
blue sky jurisdictions. There are, however, no
material efficiencies or investor protections
generated by requiring an issuer to do the same
thing 50-plus times under 50-plus separate
and different registration regimes.

Unfortunately, the burden imposed by the
registration requirements of 50-plus blue
sky regimes falls disproportionately on the 5
million or so small businesses in the United
States, making it difficult for such small busi-
nesses to raise the capital they need to survive
and compete.

These small businesses are vital to the na-
tional economy.® They provide a wide array of
services and products and may account for as

much as 30 percent of the employment in the
United States. Even that large number, how-
ever, may understate the significance of the
economic energy and opportunity generated
by small businesses.

Although Congress has to an extent pre-
empted the registration requirements of
state blue sky laws, the federal pre-emption
is largely incomplete. Most important in that
regard is the fact that the pre-emption so far
offers scant relief to small businesses when
they search for external capital.

The federal government should complete-
ly pre-empt state authority over the registra-
tion of securities. Society needs a single set
of efficient rules governing the registration
of securities. Imposing 50-plus independent
registration regimes on capital formation by
businesses generates economic waste, high
costs, and inefficient conditions on business-
es—especially small businesses—when they
attempt to access the external capital that is
vital for their survival and ability to compete.

TODAY’S LAWS GOVERNING
CAPITAL FORMATION

State Blue Sky Laws. All states, the Dis-
trict of Columbia, and the territories have laws
that govern the offer and sale of securities.”
These blue sky laws came into existence in a
flourish shortly after the beginning of the 20th
century.® By the time Congress got around to
enacting the Securities Act of 1933, 47 of the
then-48 states had enacted blue sky laws.’

Not surprisingly, historians may conclude
that blue sky laws were a response to per-
ceived fraud and manipulation surrounding
the offering and sale of securities.'

Blue sky laws generally require that busi-
nesses offering or selling their securities
within the particular state must register those
securities with that state, providing the state
regulators and investors with prescribed in-
vestment information." Most blue sky laws
also have “merit” or “qualification” require-
ments, which are substantive standards that
must be met in order for a business to sell reg-
istered securities within the state.'?
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Blue sky statutes normally contain a num-
ber of exemptions from the state registration
requirements.'”® One of the most common, for
example, is a small-offering exemption, which
may exempt offerings limited to a small num-
ber of offerees or purchasers from the state
registration requirements.™

Most states also have a limited exemption
for offerings made under Regulation D of the
Securities Act 0f1933." The prototype for this
state exemption, the Uniform Limited Offer-
ing Exemption (ULOE),' was promulgated
by the North American Securities Adminis-
trators Association (NASAA). Some form of
ULOE has been widely adopted by states. NA-
SAA’s version of ULOE provides an exemp-
tion from the state’s registration obligations
for offerings that meet the requirements for
exemption from federal registration provided
by Rule 505 or Rule 506 of Regulation D and
also meet additional requirements imposed
by ULOE."”

Within our system of federalism, each
state exercises a significant measure of sov-
ereignty over its rules governing the offer and
sale of securities within its state. In the case
of the registration requirements imposed
by blue sky laws, this means that—barring
federal pre-emption of state authority over
registration—abusiness offering its securities
widely must meet the particular registration
requirements of each state where it offers
its securities to investors.'®* Meeting the par-
ticular registration requirements of Kansas,
for example, does not necessarily mean that
the requirements of Nebraska—or any other
state—have been met. If, therefore, a busi-
ness offers its securities in four states, it may
be required to meet the separate and distinct
registration requirements in each of the four
states. If the offer is nationwide, it may be re-
quired to meet the registration requirements
of all 50-plus blue sky jurisdictions.

Blue sky laws also prohibit fraud or ma-
nipulation in connection with the offer and
sale of securities within the applicable state."
Most important, with regard to business capi-
tal formation activities, these laws require

that a business selling its securities refrain
from making material misstatements of facts
and disclose all material investment informa-
tion.?® States usually impose criminal, civil,
and administrative penalties on a business
that violates these rules.”

Federal Securities Laws. The bedrock of
the federal laws governing capital formation
came about with the passage of the Securities
Act 0f 1933 (Securities Act).

The Securities Act requires that business-
es offering and selling their securities must ei-
ther file aregistration statement with the SEC
and provide investors with investment infor-
mation or, alternatively, qualify for an exemp-
tion from the registration requirement.?
The Securities Act also prohibits fraud and
manipulation in connection with the capital
raising activities of businesses.?

Both the registration provisions and the
antifraud provisions of the Securities Act are
broadly applicable, establishing jurisdiction
by even the slightest brush with interstate
facilities or transportation.?* This means that
any wide offering of securities by a business is
subject not only to the 50-plus state blue sky
laws but also to the Securities Act as well.

Although there are significant overlaps and
duplications, there are differences between
blue sky laws and the Securities Act.

One important difference is that the regis-
tration requirements of the Securities Act are
based on a disclosure philosophy, while the
registration requirements of blue sky laws
are, as described above, generally based on a
qualification or merit philosophy.? Registra-
tion at the federal level, therefore, does not
require the registrant to meet any substantive
requirements regarding the quality or price of
the investment. The issuer’s only obligation
under the Securities Act is to disclose pre-
scribed investment information to the SEC
and to investors.?® The registrant does not
have to convince the SEC that the offering is
a fair deal for investors.

It is worth noting here that Congress
in 1933 got this right. In a market econo-
my, allocation of capital and the pricing of
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investments must be left to the capital market.
Assigning that responsibility to bureaucrats
would amount to an economic disaster. Capi-
tal formation would be outrageously expen-
sive and destructively slow. Allowing bureau-
crats to limit the flow of capital only to deals
that they determine to be well priced and fair
would ensure an inefficient allocation of mar-
ket capital. With the Securities Act, Congress
correctly tried to enhance an efficient alloca-
tion of capital by improving information flows
among the parties. It did this by incentivizing
the most efficient provider of investment in-
formation, which is the issuer, to make that
information available to the parties involved
in the reallocation of market capital.

The exemptions from registration in
the 1933 act and in state blue sky laws are
also different.

While the statutory and regulatory exemp-
tions from federal registration under the Se-
curities Act have not been entirely economi-
cally sound in all cases, Congress and the SEC
in recent decades have made progress in mov-
ing the federal regime in the right direction,
They have done this by expanding exemptions
in situations in which the costs of registration
will practically foreclose small businesses
from the capital markets and in situations
where the parties to the transaction have
cheap access to investment information.

This sensible evolution under the Securi-
ties Act is captured by a provision in the Na-
tional Securities Market Improvement Act
(NSMIA) of 1996, which amended Section
2(b) of the Securities Act. As thus amended,
Section 2(b) mandates arational and balanced
approach toward the federal regime governing
capital formation. Section 2(b) of the 1933 act
states that when the SEC is enacting regula-
tions “in the public interest, [it] shall also con-
sider, in addition to the protection of investors,
whether the action will promote efficiency,
competition, and capital formation.”*”

As originally adopted, there was, how-
ever, a fundamental flaw in the 1933 act: It
did not pre-empt state authority over regis-
tration. States retained authority over the

registration of securities offered in the partic-
ular state, including the authority to enforce
merit requirements.

Continuing state authority over registra-
tion meant, for example, that if an issuer
wanted to offer its securities broadly through
a public medium—in 1933, perhaps, in a news-
paper advertisement, or today by posting a
notice on the issuer’s website—the issuer was
more than likely required to meet the federal
registration requirements, all state registra-
tion requirements, and all applicable state
merit requirements. The issuer was, in short,
subject to 50-plus separate regimes, each
with its own individual registration rules and
in most cases merit rules.

This overall regime continued unabated
for more than half a century and to a signifi-
cant extent continues today.

THE PRE-EMPTION OF STATE
AUTHORITY OVER REGISTRATION

The federal government has pre-empted
some state authority over registration. This
is a result of provisions in NSMIA and the
Jumpstart Our Business Startups (JOBS) Act.

NSMIA pre-empted state registration au-
thority over offerings by issuers traded on
national securities exchanges® and offerings
by registered investment companies (mutual
funds).?

NSMIA also pre-empted state registra-
tion authority over offerings conducted un-
der Rule 506 of Regulation D.*° Meeting the
requirements of Rule 506 for an exemption
from the federal registration obligation re-
quires that the investors must either be so-
phisticated or accredited (such as wealthy
investors or insiders), and unaccredited in-
vestors must be provided with extensive, pre-
scribed investment information.*

In NSMIA, Congress also delegated au-
thority to the SEC to expand pre-emption by
regulation to offers limited to “qualified pur-
chasers as defined by the Commission.”*? The
only restriction on the breadth of this delega-
tiontothe SEC to define “qualified purchasers”
is that the definition of “qualified purchasers”
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must be “consistent with the public interest
and the protection of investors.”*® The SEC
has never used this provision to expand pre-
emption of state authority over registration.
The JOBS Act pre-empted state registra-
tion authority over offerings under the new
crowdfunding exemption.** That exemption
from federal registration is available for of-
ferings made exclusively on the Internet, is
limited both with regard to the total amount
of the offering and the amount any investor
may purchase, and requires the disclosure of
investment information.®
The JOBS Act?*® also delegated authority
to the SEC to pre-empt state registration au-
thority over offerings under the new Regula-
tion A rules (generally referred to as Regula-
tion A+ rules), provided the offering is limited
to “a qualified purchaser, as defined by the
Commission.” The exemption provided by
Regulation A+ is predicated on the disclosure
of prescribed investment information to the
SEC and investors, and the amount of infor-
mation required to be disclosed depends on
the size of the offerings. Offerings of up to $20
million (Tier 1 offerings) require substantially
less disclosure than offerings of up to $50 mil-
lion (Tier 2 offerings). The final Regulation A+
rules pre-empt state registration authority
over Tier 2 offerings but do not pre-empt state
registration authority over Tier 1 offerings.
State authority over registration continues
for all other offerings of securities by issuers.
These include: (1) registered offerings by issu-
ers of its securities that are not traded on a na-
tional exchange; (2) private placements under
the common law of Section 4(a)(2); (3) offer-
ings under Rule 504;% (4) offerings under Rule
505;% (5) Tier 1 offerings under Regulation A+;
and (6) intrastate offerings under Rule 147.
Offerings under the exemptions from fed-
eral registration listed in the preceding para-
graph—exemptions that are important to
small businesses seeking external capital and,
indeed, are largely designed to facilitate effi-
cient small-business capital formation—con-
tinue to be subject to the registration require-
ments of all blue sky jurisdictions.

IMPACT OF BLUE SKY LAWS ON
CAPITAL FORMATION

No argument is made here that states
should have no role in the regulation of capi-
tal formation. Indeed, state blue sky laws,
properly limited and directed, can play a ben-
eficial role in promoting an efficient alloca-
tion of capital and protecting investors.

The appropriate state role in the regula-
tion of capital formation involves the robust
enforcement of state antifraud rules.

State antifraud laws provide significant
economic penalties—for example, private
recoveries and civil and criminal penalties—
for the failure to disclose all material infor-
mation in connection with an issuer’s sale of
securities. The economic costs to the issuer
of such penalties incentivize disclosure of
investment information, which in turn pro-
motes fully informed decision making and
protects investors. States should continue
to enforce their antifraud rules vigorously
and, indeed, should increase state resources
dedicated to the enforcement of their anti-
fraud rules.

The problem created by blue sky laws is
state authority over registration. These laws
and regulations significantly impede efficient
capital formation that is vital to this coun-
try’s market economy. At the same time, these
state registration rules offer no economic or
societal benefits, such as protection of inves-
tors from fraud.

The pernicious effect of state registra-
tion rules is easily and vividly demonstrated
by considering the impact of those laws on a
business that proposes to solicit broadly for
investors. If, for example, a business intends
to announce its offering by posting informa-
tion about the offering on its website or by
advertising for investors in a widely distrib-
uted publication, the business seeking capi-
tal would likely be subject to the separate
and individual registration requirements of
each of the 50-plus jurisdictions that have
blue sky laws. In each state, therefore, the is-
suer would be required either to register its
securities under the registration provisions
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of that particular state or meet the particu-
lar state’s requirements for an exemption
from registration.

Even if the offering were limited to four
states, the business soliciting for investors
would have four separate state registration
regimes to satisfy, which, again, could be sat-
isfied only by filing registration statements in
each of the jurisdictions or by qualifying for
an exemption from the registration require-
ment in each of the four states.

From a policy point of view, this of course
makes no sense. It increases the costs of a
critical element of an efficient market econ-
omy, which is an efficient access to external
capital. It is nothing short of bizarre for soci-
ety to impose an obligation to meet 50-plus—
or four, or two—separate registration regimes
on businesses seeking external capital.

While the pernicious effects generated by
the costs of meeting multiple registration re-
gimes is apparent, it is impossible to find any
material benefit in such an overall system. If
state registration authority were eliminated,
investors would still be protected by federal
registration provisions and by both state
and federal antifraud requirements. Impos-
ing 50-plus blue sky registration regimes in
addition to these investor protections adds
nothing of significance, except an increase in
offering expenses that makes access to capital
more difficult.

In all cases, the registration requirements
of state blue sky laws amount to economic
waste, generating costs without any eco-
nomic benefit. These state registration re-
quirements, however, have been especially
debilitating on small businesses in need of
external capital.

The reason that the harmful effects of state
registration provisions fall disproportionate-
ly on small businesses is due principally to the
structural and economic circumstances that
small businesses face when they attempt to
access external capital.

Small businesses usually seek relative-
ly small amounts of external capital. This
means that financial intermediation is likely

unavailable. Financial intermediation is a
fancy term for professional assistance (such
as from brokers or underwriters) in finding
investors. The yield from small offerings sim-
ply will not support the fees required by com-
petent and honest financial intermediation.
For example, in my research, I found that only
5.8 percent of Regulation D offerings of $1
million or less reported having any financial
intermediation.*®

Related to this is the problem of relative
offering costs. These are offering costs as
a percentage of the size of the deal. Offer-
ing costs of $100,000 are 100 percent of a
$100,000 offering but only 1 percent of a $10
million offering. It is relative, not absolute,
offering costs that foreclose businesses from
the capital markets. Using these extreme
examples, offering expenses of $100,00 in
an offering of $100,000 (relative offering ex-
penses of 100 percent) will prevent the offer-
ing, while similar offering expenses in a $10
million offering (1 percent relative offering
expenses) should not foreclose the business
from the capital market.

These related matters—the absence of fi-
nancial intermediation and disproportionate
relative offering costs—are huge problems for
small businesses. Because small businesses
typically seek small amounts of external
capital, relative offering costs go through the
roof when small businesses are saddled with
multiple sets of registration rules imposed by
state blue sky laws.

A harmful consequence of state blue sky
registration requirements—a consequence
readily demonstrable by empirical data—is
the extent to which those state laws have
wrecked well-conceived, efficient federal
exemptions from registration designed for
small businesses.

Regulation A, for example, is an exemption
from federal registration requirements pro-
vided by the SEC under authority delegated to
it by Congress. The Regulation A exemption
requires a disclosure of closely tailored in-
vestment information, disclosures designed
to ameliorate the stifling requirements of the
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extensive disclosures required in a registra-
tion statement.*

Although for decades Regulation A was the
only exemption available to small issuers for
a broad, interstate solicitation for investors,
and although there are more than five mil-
lion small businesses in the U.S. economy that
inevitably will need external capital at some
point, offerings under Regulation A have
nearly disappeared. Data show, for example
that between 1995 and 2004, there were on
average only 7.8 Regulation A offerings per
year. Between 2005 and 2011, there were on
average 23.1 Regulation A offerings per year.*?

The apparent principal reason for the
non-use of this very attractive exemption was
state blue sky registration requirements. If a
small business in need of external capital for
its operation or expansion used Regulation A
as a basis for a broad solicitation for investors,
that small offering was subject to the registra-
tion requirements of all 50-plus blue sky ju-
risdictions, which amounted to an intolerable
burden for small businesses.

Data regarding the use of the exemptions
from federal registration provided by Regula-
tion D*? offer what perhaps is even more vivid
evidence of how state blue sky registration
requirements have robbed small businesses
of the ability to use efficient, balanced federal
registration exemptions as a basis for access
to external capital.

Regulation D offers businesses three exemp-
tions from federal registration requirements: (1)
Rule 504 provides an exemption for offerings
of $1 million or less;** (2) Rule 505 provides an
exemption for offerings of $5 million or less;*
and (3) Rule 506 provides an exemption for of-
ferings that are unlimited as to size.*°

Rule 504 is specially structured for small
businesses. There are no disclosures or offer-
ee qualification requirements (such as sophis-
tication or wealth) that are predicates to the
availability of the exemption provided by Rule
504. On the other hand, in the largest of the
Regulation D offerings—Rule 506 offerings—
the exemption is predicated on all accred-
ited investors (generally wealthy investors or

insiders) or, alternatively, requires disclosure
of substantial amounts of investment infor-
mation and sophisticated investors.

This so-called scaled approach of Regula-
tion D—requiring more extensive investor
protection as the size of the offering increas-
es—is an appropriate response to the problem
of relative offering costs. Small Rule 504 of-
ferings, for example, are simply too small to
support the costs associated with extensive
and thus expensive disclosure requirements.
Capital formation for small businesses in
such circumstances would be stymied. In
striking a balance, the SEC was content in
the case of these small offerings to rely on
the ability of the parties to bargain for in-
vestment information and the more general
requirements of federal antifraud provisions,
which require a company selling its securities
to provide investors with all material invest-
ment information.

Notwithstanding the apparent attractive-
ness of a Rule 504 for small offerings, small
businesses have to a large extent abandoned
the use of Rule 504 and made these small Regu-
lation D offerings under Rule 506. In a sample
consisting of 7,880 Regulation D offerings of $1
million or less, 78.6 percent of those offerings
were made under Rule 506.*” Data also show
that more than 80 percent of these small Regu-
lation D offerings that are made under Rule 506
are also limited to accredited investors.*®

The reason that small businesses abandon
Rule 504 and move to Rule 506 and limit their
offerings to accredited investors (persons
who may amount to less than 5 percent of the
total population)*® is to avoid state blue sky
registration provisions. Offerings under Rule
506 pre-empt state registration authority.

In short, as was the case with Regulation A
offerings, state blue sky registration provision
wrecked the well-considered, efficient federal
registration exemptions provided to small
businesses by Regulation D. Again, therefore,
small businesses were the losers.

Small businesses are critical to the na-
tional economy.”® In regard to access to ex-
ternal capital formation, however, they face
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significant structural and economic disad-
vantages, which to a large degree are a result
of high relative offering costs and the absence
of financial intermediation. Imposing 50-
plus separate blue sky registration regimes on
small businesses seems to complete the cir-
cumstances for the perfect pernicious storm
for small businesses seeking external capital
necessary for them to survive and compete.

WHAT WON'T—AND WHAT WILL—
SOLVE THE PROBLEM

An efficient regulation of capital forma-
tion—regulation that ameliorates fraud and
misinformed investment decisions and pro-
motes the allocation of capital to its most ef-
ficient use—requires a single set of efficient
rules regarding the registration of securities.
Within our system of federalism, however,
achieving this goal has proven difficult.

States Will Never Eliminate State Reg-
istration Authority. The problem of the per-
nicious effects of state registration rules will
never be solved by states. The allure of sover-
eignty and the base instinct of turf protection
have proven too much for states to resist.

One should recognize, however, that over
the years, states acting through NASAA have
offered initiatives and protocols seemingly
designed to enhance cooperation and sim-
plification in regard to issuers’ meeting state
registration requirements.

Data show that although these initia-
tives have been broadly adopted by states, in
the end they have overwhelmingly failed to
ameliorate the pernicious impact of state
registration requirements on small business
capital formation. In that regard, consider
the following:

Small Company Offering Registration
(SCOR). Today’s version of SCOR is designed
to provide a simplified state registration and
a coordinated review of that registration by
states. It is particularly designed for offerings
made in reliance on an exemption from feder-
al registration provided by Rule 504 or Regu-
lation A.* While the SCOR protocol was ad-
opted by nearly all states® it is today virtually

unused. For example, the total coordinated
SCOR reviews in recent years were: four in
2012, four in 2013, and one in 2014.>3

Coordinated Review of Equity (CR Equity).
NASAA’s website describes this protocol as
a “uniform procedure designed to coordi-
nate the blue sky registration process among
states.”®* While CR Equity has been adopted
by the vast majority of states,*” it is, once again,
rarely used. Between 2012 and 2014, only one
CR Equity was filed.>®

NASAA Coordinated Review of Regula-
tion A Offerings Review Protocol (Requlation
A+ Coordinated Review). After passage of the
JOBS Act, NASAA adopted a new coordi-
nated review regime for offerings under new
Regulation A+.°” The protocol was adopted
by 49 of NASAA’s 53 members.*® As of March
7, 2016, only 10 Regulation A+ offerings had
been filed with the states for a Regulation A+
Coordinated Review.*

Not only have the NASAA initiatives
failed to reduce the burden of state authority
over registration, NASAA and state regula-
tors have also, over the past 30 years, waged
a coordinated, imaginative, and quite effec-
tive campaign to preserve state registration
authority over small businesses’ offerings.
For example, in addition to the usual tactics
of offering testimony in the legislative and
administrative process and lobbying legisla-
tors, the anti-pre-emption forces were able
to insert a provision to rescind the NSMIA
pre-emption of state authority over Rule 506
offerings in an early iteration of the legisla-
tion that became the Dodd-Frank Act.®® The
provision was not part of the ultimately au-
thorized Dodd-Frank Act.

Most recently, state regulators sued the
SEC, claiming that the commission’s regula-
tory pre-emption of state registration author-
ity over Tier 2 Regulation A+ offering exceed-
ed its delegated authority under Title IV of
the JOBS Act.®* The Court of Appeals for the
District of Columbia has now ruled in favor of
the SEC, holding that the pre-emption did not
exceed the Commission’s delegated authority
under the JOBS Act.5?
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History demonstrates, therefore, that
there is no chance that states will voluntari-
ly surrender, or even reduce, their registra-
tion authority.

The SEC Will Never Eliminate State
Registration Authority. The SEC has never
been willing to facilitate to any material ex-
tent the expansion of pre-emption of state
registration authority, notwithstanding the
demonstrable inefficiency and harm to small-
business capital formation wrought by state
registration regimes.

When, for example, the legislation that
in 1996 became NSMIA was under consider-
ation by Congress, the SEC refused to offer
testimony supporting a broad pre-emption of
state regulatory authority.®® Nonetheless, in
NSMIA, Congress delegated broad authority
to the SEC to expand by regulation pre-emp-
tion of any offering made to “qualified pur-
chasers, as defined by the Commission.”**

Since enactment of NSMIA in 1996, how-
ever, the SEC has never once used this dele-
gated authority under NSMIA to expand pre-
emption by regulation, even, for example, in
the face of overwhelming evidence that state
registration authority was wrecking the SEC’s
well-conceived exemptions in Regulation A
and Regulation D.®

In short, while the SEC has, for the past
20 years, enjoyed broad authority to improve
the efficient allocation of capital and provide
a meaningful remedy to the plight of small
businesses searching for external capital, it
has chosen not to act. Thus history suggests
rather strongly that the Commission will
never ameliorate, to any material degree, the
problem foisted on to small businesses by
state registration rules.

Only Congress Can Solve this Prob-
lem. The politics of pre-emption is such that
only Congress can solve the problem. Indeed,
looking back over the past 20 years, the only
meaningful steps to reduce the inefficiency
foisted on, and unfairness toward, small busi-
nesses caused by state registration authority
have been through congressional actions pre-
empting blue sky authority over registration.
NSMIA pre-empted state regulation authority
over Rule 506 offerings, and the JOBS Act pre-
empted state registration authority over offer-
ings under the new crowdfunding exemption.

CONCLUSION

Congress should pre-empt state authority
over the registration of securities complete-
ly. Efficient regulation of capital formation
can occur only if businesses, especially small
businesses, searching for external capital are
subject to one set of registration rules. Sub-
jecting businesses to more than 50 sets of in-
dependent rules requiring the registration of
securities makes no sense and can be under-
stood only in light of the history of misguided
actions by state and federal regulators.

States do, however, have an important role
in the efficient regulation of capital formation,
and that role is in the enforcement of their
own state antifraud provisions. State laws
that prohibit fraud and material misstate-
ments in connection with a company’s offer
and sale of its securities make economic sense,
especially when backed up by criminal penal-
ties, administrative sanctions, and private
rights of recovery. Pre-empting state registra-
tion authority would leave states free to join
the SEC in its fight against fraud in connec-
tion with the offer or sale of securities.

—Rutheford B. Campbell Jr. is Spears-Gilbert Professor at the University of Kentucky College of Law. The
author’s views and arguments in this chapter are expressed only to support his position on state blue sky
laws, and should not be read as endorsing the views of other authors in other chapters.
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CHAPTER 7:

How to Reform Equity
Market Structure:

Eliminate “Reg NMS” and
Build Venture Exchanges

Daniel M. Gallagher

f you have watched a financial news broadcast from the floor of the New York Stock Exchange (NYSE)

recently, you may have noticed something interesting—it is rather quiet these days, and computer and
television screens outnumber people. This was not always the case. In the 1970s, the floor of the NYSE was
a loud beehive of activity where over 5,000 people met in close contact every day to trade stocks.! By 1973,
more than 80 percent of the dollar volume of exchange-based U.S. stock trading occurred on the floor of
the NYSE.? Today, the media and Starbucks occupy as much real estate as the floor traders, who number
about 700.2 As of mid-2015, only about 15 percent of the total volume of shares traded on the NYSE actually
changed hands on the floor.* Indeed, over the past 20 years, U.S. equity markets have become predominant-
ly electronic—stocks now trade in microseconds across 11 registered exchanges and over 50 off-exchange
venues, generally with little human intervention in the process.

The increasingly complex and fragmented
structure of today’s equities markets is the
product of a series of extraordinary changes
that took place over decades.” Some of those
changes have come about organically, that is,
as the result of market participants innovat-
ing with new products and ideas. Many other
changes, however, have been imposed by the
Securities and Exchange Commission (SEC)
and by Congress. Still others were developed
by market participants in order to respond to
and comply with new and constantly chang-
ing laws and regulations. In short, under-
standing the structure of U.S. equity markets
today requires acknowledging that in recent
years, changes to the structure of these mar-
kets have been driven as much, if not more, by

legislative and regulatory action than by the
private sector.

Heavy-handed government intervention in
U.S. equity markets is arelatively new phenom-
enon. From the earliest days of the nation to
the Great Depression, self-regulation, rather
than government regulation, played the pri-
mary role in expanding and shaping the mar-
kets, with little or no federal regulation and
limited state regulation. Indeed, the origins
of U.S. capital-market self-regulation can be
traced all the way back to 1792, when 24 trad-
ers signed the famous Buttonwood Agreement,
so named because the agreement was signed
under a buttonwood tree outside 68 Wall
Street in lower Manhattan. In the agreement,
those traders pledged to conduct their stock

The Heritage Foundation | heritage.org 95



trading directly with one another, rather than

through an auctioneer, and to limit their com-
missions to one-quarter of a percent. Within

three decades of those humble beginnings, the

organization that grew out of the Buttonwood

Agreement—then referred to as the New York
Stock & Exchange Board and now known as the

NYSE—had in place a constitution and detailed

by-laws. The capital markets began, and then

grew and flourished for nearly one hundred

years, on the back of self-regulation.

It was not until nearly a century and a
half later that the first large-scale federal in-
tervention in the U.S. securities markets oc-
curred. In response to the stock market crash
0f 1929 and the onset of the Great Depression,
Congress—primarily through the Securities
Act 0f 1933 (Securities Act) and the Securities
Exchange Act of 1934 (Exchange Act)—es-
tablished the SEC and codified a comprehen-
sive set of regulations to govern U.S. capital
markets, including the self-regulatory role
of exchanges.’ Balancing concerns over the
growing monopoly power of the NYSE with
the benefits of self-regulation, Congress in
the Exchange Act settled on a model of “su-
pervised exchange self-regulation.”” As the
Supreme Court described in Merrill Lynch,
Pierce, Fenner & Smith v. Ware:

Two types of regulation are reflected in
the [Exchange] Act. Some provisions
impose direct requirements and pro-
hibitions. Among these are mandatory
exchange registration, restrictions on
broker and dealer borrowing, and the
prohibition of manipulative or decep-
tive practices. Other provisions are flex-
ible, and rely on the technique of self-
regulation to achieve their objectives....
Supervised self-regulation, although
consonant with the traditional private
governance of exchanges, allows the
Government to monitor exchange busi-
ness in the public interest.®

Although the Securities Act and the Ex-
change Act represented a sea change in the

regulation of U.S. capital markets, the few
exchanges that existed at the time continued
to conduct business much as they had for the
past century, and the NYSE remained by far
the dominant market for stock trading.’

This began to change in the late 1960s and
early 1970s, as both the SEC and Congress
grew increasingly concerned about a lack of
competition and efficiency in the U.S. securi-
ties markets.'° Lawmakers and regulators were
concerned at the time that investors “might
not be getting the best price possible when
they bought and sold stock—either in terms
of the pricing of the stock itself or in the costs
involved in completing the transactions.” To
address these issues, Congress enacted amend-
ments to the Exchange Act designed to allow
the SEC to work with the industry in establish-
ing a national market system for securities in
which “competitive forces” were supposed to
drive market development.'?

Pursuant to the 1975 Act Amendments,
this new national market system would link
together trading venues across the country
and promote competition so that investors
would “get their orders executed at the best
price available anywhere in the [U.S.] when
they bought or sold stock.” To guide the SEC,
Congress set forth five key components of a
properly functioning national market sys-
tem: (1) efficiency, (2) competition, (3) price
transparency, (4) best execution, and (5) or-
der interaction.” Congress further specified
that new technology would “create the oppor-
tunity for more efficient and effective mar-
ket operations,” and that linking all markets
together “through communication and data
processing facilities will foster efficiency, en-
hance competition, increase the information
available to brokers, dealers, and investors, fa-
cilitate the offsetting of investors’ orders, and
contribute to best execution of such orders.””®
Although Congress again reiterated the im-
portant role of self-regulatory organizations
(SROs) in securities regulation, the 1975 Act
Amendments ushered in a new era of federal
regulatory oversight of U.S. equity markets
and market participants, including exchanges.
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The SEC has taken a number of steps to fa-
cilitate the formation of the national market
system, including the adoption of the Order
Handing Rules in 1997, Regulation Alterna-
tive Trading System (Reg ATS) in 1998, deci-
malization in 2000, and, who could forget,
Regulation National Market System (Reg
NMS) in 2005. More than any other law or
regulation implemented since the 1975 Act
Amendments, Reg NMS is responsible for the
current structure of U.S. equity markets, as
well as many of the problems these markets
have experienced over the past decade.

REGULATION NMS

The Commission adopted Reg NMS by a
three-to-two vote on April 6, 2005."° Reg NMS
has four main components:"”

1. Rule 610 (Access Rule). The Access Rule
establishes a uniform standard to ensure
fairand non-discriminatory access to quo-
tations by non-members of trading cen-
ters, and imposes a limit on the amount
that trading centers may charge for access
to quotations.” The term “trading cen-
ters” includes exchanges or associations
that operate a trading facility, alternative
trading systems (ATSs), market makers,
and broker-dealers that execute orders in-
ternally as principal or agent.” The Access
Rule also instructs SROs to enforce rules
that prohibit their members from engag-
ing in practices that could interfere with
the protected quotations of other trading
centers or could create locked or crossed
markets.*

2. Rule 612 (Sub-Penny Rule). Pursu-
ant to the Sub-Penny Rule, market par-
ticipants are prohibited from displaying
quotations in any increment less than a
penny. The rule applies to all Reg NMS se-
curities, except those for which the price
of the quotation was less than $1.00.>!
The rule was intended to stop market
participants, such as traders, from step-
ping ahead of customers’ orders and pre-
venting those orders from being executed

by out-bidding them by a fraction of a
penny.?

3. Rules 601 and 603 (Market Data
Rules). Reg NMS further amends existing
SEC rules and joint-SRO plans governing
the dissemination of market data.?® Mar-
ket Data Rules are designed principally
to control how exchanges charge custom-
ers for access to data on orders and quo-
tations. Reg NMS modified the formulas
used to decide how trading centers could
allocate the revenues they make from
charging for market data, and allowed
trading centers to distribute their own
data independently.**

4. Rule 611 (Order Protection Rule/
Trade-Through Rule). This rule requires
trading centers to establish, maintain, and
enforce policies and procedures reason-
ably designed to prevent trade execu-
tions at prices inferior to the best prices
displayed by other automated trading
centers.?” In other words, a trading center
receiving an incoming order cannot “trade
through” a better-priced quotation dis-
played by another automated trading cen-
ter—it must instead immediately route all
incoming orders to the market displaying
the best price. Rule 611 thus prioritizes
both price and speed in the execution of
orders above other indicators of execution
quality including, for example, fill rates.

Reg NMS has dramatically altered the
structure of the securities markets. If one
transported the men and women of the 73rd
Congress, which passed both the Securities
Act and the Exchange Act, to the mid-1970s
and showed them the markets of the day, the
legislators would likely have marveled at the
increased size and scope of those markets and
the dizzying array of products offered and
trades conducted. As they scanned the ex-
change floors, however, they would have seen
much that they recognized, with a plethora of
traders filling the floors of “mutualized,” or
member-owned, exchanges and engaging in
trades with their counterparts, that is, human
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beings trading with other human beings. They
would even, unfortunately, have recognized
the bear markets of the time.

Bring them forward another 25 years or so,
however, and the time-traveling legislators
would be confronted with markets altered
beyond recognition, with computers tied into

“demutualized” (shareholder-owned, for-
profit) exchanges, some now global in nature,
and using algorithms to trade decimalized se-
curities at speeds measured in microseconds.
They would be intrigued by the existence of
a national market system, but bewildered by
the multitude of exemptions riddling that
system. They would be utterly befuddled by
concepts like dark pools?® and ATSs. It is dif-
ficult to imagine what they would make of the
wildly fluctuating markets of the past several
years, but they would certainly be staggered
by the numbers involved.

In their joint dissent to Reg NMS, SEC
Commissioners Cynthia Glassman and Paul
Atkins, rightfully—and presciently—note that
the majority’s underlying assumptions about
how investors and markets should interact are
deeply flawed and that the rule would cause
major distortions in the markets. Commis-
sioners Glassman and Atkins dissented from
the adoption of Reg NMS?% because they did
notbelieve that the SEC adhered to the goal of
Congress to allow competitive forces,?® rather
than burdensome regulation, to guide the de-
velopment of a national market system.? They
asserted that Reg NMS was a series of unnec-
essarily complex, non-market-based rules.*
One need look no further than the SEC staft’s
mostrecent FAQs on Rules 610 and 611, which
alone span 45 pages, to vindicate their predic-
tion of unnecessary complexity.®

As Commissioners Atkins and Glassman
predicted in 2005, Reg NMS has exacerbated
market fragmentation and complexity while
at the same time blunting competition and
innovation. In particular, Rule 611, the Order
Protection Rule, has been a prime example of
the many negative, unintended consequences
that often flow from overly prescriptive gov-
ernment regulations. As noted above, Reg

NMS prioritizes price and speed above all
other best-execution considerations. By man-
dating that orders be routed immediately to
the trading venue with the lowest price—de-
spite the often high costs of doing so**—Reg
NMS has resulted in the proliferation of trad-
ing venues, including 11 exchanges (some of
which have minimal market share) and over
50 off-exchange trading venues.?® One of the
main problems associated with this fragmen-
tation is that some exchanges survive not be-
cause they provide a real, competitive market
for orders, but because they can generate rev-
enue through trading and market-data fees.**

With orders being spread around so many
trading venues under Reg NMS, exchanges,
ATSs, and broker-dealers are forced to offer a
variety of incentive programs and order types
to attract order flow to their markets—which
has injected further complexity into the sys-
tem. The impact of this complexity can be
seen in higher liquidity costs and increased
trading volatility.®® Moreover, the complex
infrastructure required to handle millions
of stock trades taking place in microseconds
across a large number of different trading
venues has been susceptible to flash crashes
and other trading disruptions. Although these
trading disruptions ultimately stem from the
fragmentation and complexity created by
Reg NMS and other regulations, individual
market participants often disproportionately
bear the brunt of the fallout.

Reg NMS also includes flawed market-data
provisions. The Market Data Rules enshrine
the ability of exchanges to charge customers
monopolistic prices for “direct” data feeds.
Securities information processors (SIPs), on
the other hand, which disseminate the best
bids and offers from each exchange, are ef-
fectively non-competitive as public utilities.?¢
Although all of the equities exchanges are par-
ticipants in Reg NMS plans that govern the
SIPs, there is no competition for consolidat-
ed last sale and quotation reporting services
between the SIPs. As one commentator said
contemporaneously with the passage of Reg
NMS, “With Regulation NMS we are entering
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into the treatment of the nation’s securities
markets as one of the most heavily regulated
industries in the nation’s history in a peace-
time economy. We are only a half-step away
from the government’s acting like a public
utility commission.”*”

In sum, Reg NMS has come to stand as
the SEC’s poster child for unintended conse-
quences and the need for the commission to
institute retrospective reviews of its rules. In
general, rules allowing free and competitive
markets to dictate much of market structure,
with rigorous disclosure requirements, should
replace Reg NMS. This would be more in line
with Congress’s plainly stated intent when it
passed the 1975 Act Amendments: “Itis the in-
tent of the [House and Senate] conferees that
the national market system evolve through the
interplay of competitive forces as unnecessary
regulatory restrictions are removed.”*®

For example, a less complex and burden-
some alternative to the overly prescriptive
Trade-Through Rule (Rule 11)—wisely recom-
mended by Commissioners Atkins and Glass-
man over a decade ago—would be to clarify
the broker’s duty of best execution. The Fi-
nancial Industry Regulatory Authority’s best-
execution rule identifies five factors in addi-
tion to price that must be considered when
executing buy-and-sell orders: (1) the charac-
ter of the market for the security; (2) the size
and type of transaction; (3) the number of
markets checked; (4) the accessibility of the
quotation; and (5) the terms and conditions
of the order as communicated to the firm.*
Rather than prohibiting trading at a price dif-
ferent from the national best bid or offer, the
SEC could allow such trades, in recognition
of the fact that different investors have differ-
ent best-execution preferences.*® In addition,
rather than mandating orders to be aggre-
gated in a central system, the SEC could al-
low investors to deal with trading venues that
serve their interests.** An order’s point of en-
try into the trading system, while irrelevant
under Reg NMS, could become a negotiation
point between brokers and clients as custom-
ers demand more control over their execution

costs.*? After all, trade execution costs—ulti-
mately borne by the investor—can grow expo-
nentially as brokers search through a complex
and fragmented market for multiple venues
to fill large orders that may not be able to be
filled at one venue boasting a certain price.

It has been more than 20 years since the
SEC last conducted a comprehensive market-
structure review,* and it is time to do so again,
including a review of the self-regulation
paradigm as a whole. There has been much
rhetoric about such a review by the SEC, but
few, if any, real reforms. The formation of the
SEC’s Market Structure Advisory Committee
was advertised as an important part of such
a review, and indeed it could be given the ex-
pert composition of the committee. The SEC
should not overly rely on the committee, as
it is the statutory duty of the commission to
oversee the equities markets. And, the com-
mission should avoid the incrementalism
that invariably leads regulators to attempt
to solve every problem, however small, in a
vacuum. This inevitably leads to additional
layers of regulation. Many recent attempts to

“fix” market structure issues, for example, the

Dodd-Frank amendments to the Exchange
Act Section 19(b) rule filing requirements for
SROs, have essentially been grafted onto the
existing framework without a re-examination
of the validity of that framework. By tweak-
ing the 1975 Act-based requirements without
studying whether those requirements make
sense at all given the changed market struc-
ture, regulators have merely replaced one
problematic regime with another.

This incremental approach exacerbates,
and is exacerbated by, the regulatory ten-
dency to treat all problems as failures of the
markets themselves. Approaching a compre-
hensive market-structure review with an as-
sumption that markets and their participants
are the source of any perceived problems is
both intellectually and pragmatically a dead
end. Instead, the SEC should recognize that
many of today’s major market-structure is-
sues have more to do with the unintended
effects of regulation than with failures of the
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markets themselves. If an issue is serious
enough to merit legislative action (as was
done in the Dodd-Frank Act), it is serious
enough to deserve a re-examination from
first principles. The SEC’s review of market
structure must acknowledge and address the
role that regulation has played in developing
the structure of today’s markets, and should
inevitably result in recommendations to
Congress on how to update or eliminate the
vestigial provisions. Everything—includ-
ing statutes, regulations, and interpreta-
tions—must be on the table. The SEC must
be willing to return to first principles—en-
couraging innovation through healthy free-
market competition.

VENTURE EXCHANGES AND THE
SECONDARY MARKET

A holistic review of market structure
should also include new ideas to improve the
trading ecosystem for small-capitalization
companies. It is widely believed that the in-
creased costs of being public as a result of the
Sarbanes-Oxley Act and the Dodd-Frank Act
have made it less attractive for smaller and
growth-stage companies in the United States
to go or remain public, resulting in fewer ini-
tial public offerings and more companies con-
sidering going private. Some of these costs,
like the unanticipated high costs associated
with the auditor attestation requirements of
Section 404(b) of the Sarbanes-Oxley Act
and the rules thereunder, are readily trace-
able to a particular regulation. Others, howev-
er, are the accumulation of a number of small
requirements that ultimately result in mean-
ingful burdens, such as the ever-expanding
federally mandated corporate governance
requirements—for example, the director, au-
dit committee, and compensation-committee
independence requirements and mandated
say-on-pay votes**—as well as required disclo-
sures of information that have little practical
usefulness to real investors.

These costs and burdens can be difficult for
any public company to bear, but clearly small
companies, with their more limited human and

financial legal resources, are often dispropor-
tionately affected and discouraged from public
offerings. As aresult, ordinary American inves-
tors will have fewer opportunities to seek higher
returns by investing in growth-stage companies.

The SEC has recognized that “secondary
market liquidity is an important factor im-
pacting the availability of capital for small
businesses.”* However, not all small-cap
companies are listed on the NASDAQ. Many
small-cap company securities do not meet
exchange-listing standards, or are deterred by
the high listing fees and compliance require-
ments required by such listings. Such secu-
rities are left to trade through the over-the-
counter market or through the private market,
which is subject to certain restrictions and
generally limited to accredited investors.

A liquid secondary market reduces risk by
allowing investors to sell their investments
quickly, at reasonable prices, and with low
transaction costs. Moreover, the benefits of a
liquid market actually encourage investment,
making it more likely that investment capital
will find its way to entrepreneurial firms. On
the other hand, illiquid markets discourage
investments, as issuers raising capital and
early-round investors seeking an exit will re-
ceive less for shares sold in private transac-
tions. In making investment decisions, inves-
tors may naturally consider whether they will
have the ability to resell their shares in the fu-
ture, which undoubtedly dissuades entrepre-
neurs and investors from pursuing these ven-
tures in the first place, depriving the economy
of entrepreneurship and innovation.

So what can be done to encourage second-
ary-market liquidity while relieving the regu-
latory burden that comes with listing on large
exchanges? One innovative approach that
recently has piqued interest in both the pub-
lic and private sectors is the establishment
of “venture exchanges”—national exchanges
with specially tailored trading and listing
rules that would serve as incubators for small-
er companies. These exchanges would offer a
platform that encourages smaller companies
to enter U.S. public markets while at the same
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time providing adequate protection for inves-
tors. The hope is that small companies would
be able to receive public financing through
listing on these exchanges and then be able
to move onto more robust and liquid markets
in the future. The SEC recently has adopted
new rules to revitalize Regulation A, as part
of its implementation of the Jumpstart Our
Business Startups (JOBS) Act; and the de-
velopment of venture exchanges for small-
cap shares, including Regulation A issuances,
would greatly enhance liquidity in these
shares, thereby facilitating greater demand
and higher prices for the initial issuances of
these securities.

There have been a number of discussions
regarding the establishment of venture ex-
changes.*¢ The Senate has held hearings on
the issue*” and considered testimony from
several market experts. Stephen Luparel-
lo, director of the Division of Trading and
Markets at the SEC, stated in his testimony
before the Senate Banking Committee that
transparent and regulated venture exchang-
esmightbe able to provide abalance between
the needs of smaller companies against the
need for investor protection.*® The House
Financial Services Committee also recently
approved a bill sponsored by Representative
Scott Garrett (R-NJ) to provide for the cre-
ation and registration of venture exchanges,
with approval from the SEC.** Then-SEC
Commissioner Luis Aguilar expressed open-
ness to the idea.”® Moreover, there is a great
amount of interest abroad. Both the United
Kingdom and Canada have already estab-
lished venture exchanges, and many other
markets, including Korea and Ireland, have
followed suit.”

Like existing exchanges, venture exchanges
would have market-surveillance obligations,
SEC oversight, and price transparency, but
would also reduce regulatory burdens on small
companies by scaling listing standards and reg-
ulatory filing requirements. Shares traded on
these exchanges would be exempt from state

“blue sky” registration, and the exchanges
themselves would be exempt from the SEC’s
national market system and unlisted trading
privileges rules, so as to concentrate liquidity
in these venues. This would, in turn, bring mar-
ket makers and analysts to these exchanges and
their issuers, thereby recreating some of the
ecosystem supportive of small companies that
has been lost over the years.

Other variables, such as continuous trad-
ing versus periodic call auctions, tick sizes,
and minimum capitalization, would be left to
each exchange to determine, with the aim of
creating different, idiosyncratic venues that
could compete with one another.”> Such ex-
changes could have a transformative impact
on small business capital raising, while at the
same time balancing the interests of investors
in having the strong protections that come
with aregulated trading environment.

CONCLUSION

During my time at the SEC, I advocated
for a holistic review of U.S. equity-market
structure, an effort that has since been sup-
ported by the entire commission. Although
the formation of the Equity Market Struc-
ture Advisory Committee was an important
step toward understanding and potentially
improving the structure of these markets, as
of this writing, the SEC has yet to engage in a
truly holistic review.

—Daniel M. Gallagher is President of Patomak Global Partners, a capital markets consulting firm based in
Washington, DC. He was an SEC Commissioner from 2011 to 2015, and prior to that was Deputy and Co-
Acting Director of the SEC’s Division of Trading and Markets.
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CHAPTER 8:

Reforming FINRA

David R. Burton

AN INTRODUCTION TO FINRA

he Financial Industry Regulatory Authority (FINRA) is the primary regulator of broker-dealers.! It regu-

lates 3,895 broker-dealers and 641,761 registered representatives.? The Securities Exchange Act requires
that a broker-dealer be a member of a registered “national securities organization,” and FINRA is the only
extant registered “national securities association.”* Thus, broker-dealers must be members of FINRA in order
to do business, and if FINRA revokes their membership, they may not do business.

In 2015, FINRA levied $94 million in fines
against broker-dealers, took 1,512 disciplin-
ary actions against broker-dealers, and or-
dered $97 million in restitution to harmed
investors.? FINRA conducts the arbitration of
almost all disputes between a customer and a
broker-dealer as well as the arbitration of in-
tra-industry disputes.® Investors are generally
barred from pursuing relief in state or federal
courts.” As discussed below, if conducted fair-
ly, arbitration can be a cost-effective means of
resolving disputes.

FINRA maintains an Office of the Ombuds-
man to resolve investor, broker-dealer and other
complaints about FINRA operations.® This of-
fice handles more than 500 inquiries annually.’

FINRA is a Delaware not-for-profit corpo-
ration that is tax exempt under section 501(c)
(6) of the Internal Revenue Code.'° The Se-
curities and Exchange Commission (SEC) is
responsible for the oversight of FINRA." In

2015, FINRA had 3,500 employees.”? In fis-
cal year (FY) 2015, the SEC had 4,300 em-
ployees.” FINRA has an annual budget of $1
billion,"* and has $2 billion in cash and in-
vestments on hand.” The SEC has an annual
budget of $1.6 billion.'* FINRA contracts to
perform regulatory functions for a wide va-
riety of exchanges. The fees it receives from
these contracts account for $126 million of its
annual revenues."

FINRA was formed when the regulatory
functions of the New York Stock Exchange
(NYSE) and the National Association of Secu-
rities Dealers (NASD) were merged and given
to FINRA'® as part of a series of transactions
in which both the NYSE and NASDAQ" be-
came public, investor-owned enterprises.*®
These changes were approved by the SEC on
July 26, 2007.2"

FINRA is commonly called a self-regulato-
ry organization (SRO) by both commentators
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and the SEC.?> By “SRO,” commentators typi-
cally mean an organization whereby the in-
dustry regulates itself. Although FINRA’s
predecessor organizations (the NASD and
the NYSE’s regulatory arm) were once true
SROs,? FINRA is not.** FINRA is governed
by a 23-member board.* Under the eighth
article of its articles of incorporation, the
number of its “public governors” (those not
chosen by industry) “shall exceed the number
of Industry Governors.”* Industry governors
are those elected by the industry. Currently,
there are 10 board members who are indus-
try governors. There are 12 public governors.
In addition, FINRA’s CEO, Robert Cook, also
serves on its board. Thus, the industry con-
trols only 10 of 23 governors, 43 percent of
the board.?”” Because the industry does not
control FINRA, it is inappropriate to regard
FINRA as an SRO.

The Potential Virtues of Self-Regula-
tion. Private individuals have the right to con-
duct their business, within the law, as they see
fit. Firms should be free to hold themselves to
higher standards than the law requires, or to
establish standards, procedures, and practices
by mutual agreement that improve the func-
tioning of a market. True self-regulation by in-
dustry is one way to do that, and has potential
merit.?® Self-regulation may be thought of as
spontaneous private legal ordering.*

Law professors William Birdthistle and
Todd Henderson argue that “[i]ndustry pro-
fessionals have strong incentives to police
their own, since many of the costs of misbe-
havior are born by all members of the profes-
sion, while the benefits inure only to the mis-
behaving few. So long as the few do not control
the regulatory process, self-regulation could
in theory work as well or better than external
regulation.”®® Industry representatives often
have greater expertise than government regu-
lators and are closer to the market. They may
be able to more rapidly respond to changing
circumstances and their regulatory response
may be more proportional or scaled.®» When
the “self-regulator” becomes intertwined
with government, however, self-regulation

presents potential conflicts of interest and is
often a guise for erecting barriers to entry in
a market to protect incumbent firms and to
extract economic rents at the expense of cus-
tomers or clients.®?

WHY REFORM IS NECESSARY

FINRA is an unusual entity. FINRA is a key
regulator with a budget nearly two-thirds the
size of the SEC’s budget and a staff numbering
more than 80 percent that of the SEC, but it
is not a government agency. While critical to
the functioning of the finance industry, and
having industry representation on its board,
it is not controlled by the industry. While it
serves a governmental function and has coer-
cive power, including the ability to completely
bar firms and individuals from the market-
place,® it is not subject to any of the normal
transparency, regulatory review, or due-pro-
cess protections normally associated with
government. It is not, for example, subject to
the notice-and-comment provisions of the
Administrative Procedure Act,** the Freedom
of Information Act,* the Regulatory Flexibil-
ity Act,*® the Sunshine Act,* the Paperwork
Reduction Act,®® or cost-benefit-analysis re-
quirements.* In contrast to a court, FINRA’s
arbitration and disciplinary hearings are not
generally open to the public.*® Its arbitrators
are not usually required to provide reasons
for their decisions.* Its rule-making is gener-
ally done in private,** and its Board of Gover-
nors meetings are closed.

Unless FINRA is ultimately held to be a
state actor, constitutional due-process protec-
tions, either for broker-dealers or for investors,
do not apply.*® In Jackson v. Metropolitan Edi-
son Co., the Supreme Court held that in deter-
mining whether the actions of a private party
constitute state action, “the inquiry must be
whether there is a sufficiently close nexus be-
tween the State and the challenged action of
the regulated entity so that the action of the
latter may be fairly treated as that of the State
itself.”** In Blum v. Yaretsky, the Supreme
Court held that “a State normally can be held
responsible for a private decision only when
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it has exercised coercive power or has pro-
vided such significant encouragement, either

overt or covert, that the choice must in law be

deemed to be that of the State. [T]he required

nexus may be present if the private entity has

exercised powers that are ‘traditionally the ex-
clusive prerogative of the State.””*

In an unpublished*¢ 2015 opinion, the Sec-
ond Circuit held that FINRA is not a state ac-
tor.*” In a similarly unpublished 2011 opinion,
the Eleventh Circuit raised, and then side-
stepped, the issue by finding that even if FIN-
RA were a state actor, FINRA had provided
due process in the case being considered.*®
Courts determining whether FINRA’s prede-
cessor organizations, the NASD and the NYSE,
were a state actor were divided (although a
majority found in most contexts relating to
due process that they were not).* These cas-
es, however, are of uncertain relevance given
the differences between FINRA and NASD or
NYSE governance structures, the monopoly
status that FINRA enjoys, changes in the stat-
utory and regulatory structure over time, and
evolution in the judicial state action doctrine
and the Supreme Court’s separation of pow-
ers jurisprudence.

The IRS, however, has found that “FINRA
is a corporation serving as an agency or instru-
mentality of the government of the United
States” for purposes of determining whether
FINRA fines are deductible as a business ex-
pense.”® A “penalty paid to a government for
the violation of any law” is not deductible un-
der Internal Revenue Code section 162(f).

Furthermore, courts have routinely held
that FINRA and its predecessor organizations
are government actors for purposes of immu-
nity from private lawsuits against them.” For
example, in Standard Investment Chartered
Inc. v. National Association of Securities Deal-
ers,”? the Second Circuit held that:

There is no question that an SRO and
its officers are entitled to absolute im-
munity from private damages suits
in connection with the discharge of
their regulatory responsibilities. This

immunity extends both to affirmative
acts as well as to an SRO’s omissions or
failure to act.... It is patent that the con-
solidation that transferred NASD’s and
NYSE'’s regulatory powers to the result-
ing FINRA is, on its face, an exercise of
the SRO’s delegated regulatory func-
tions and thus entitled to absolute im-
munity.... The statutory and regulatory
framework highlights to us the extent
to which an SRO’s bylaws are intimately
intertwined with the regulatory pow-
ers delegated to SROs by the SEC and
underscore our conviction that immu-
nity attaches to the proxy solicitation
here.”® (Emphasis added.)

Thus, when dealing with FINRA, the many
protections afforded to the public when deal-
ing with government are unavailable, and
the recourse that one would normally have
when dealing with a private party—both ac-
cess to the courts and the ability to decline
to do business—is also unavailable. Like
Schrodinger’s cat, simultaneously dead and
alive, FINRA is, under current rulings, both
a state actor (for purposes of barring liabil-
ity and for tax purposes) and, generally, not
a state actor (for purposes of absolving it of
due process and other requirements and for
liability purposes).

Professors Birdthistle and Henderson
have written that:

SROs have been losing their indepen-
dence, growing distant from their in-
dustry members, and accruing rule-
making, enforcement, and adjudicative
powers that more closely resemble
governmental agencies such as the Se-
curities and Exchange Commission and
the Commodity Futures Trading Com-
mission.... This process by which these
self-regulatory organizations shed
their independence for an increasingly
governmental role is highly undesir-
able from an array of normative view-
points. For those who are skeptical of
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governmental regulation, deputizing
private bodies to increase governmen-
talinvolvementis clearly problematic.>*

Former SEC Commissioner Daniel M. Gal-
lagher has raised similar concerns:

This decrease in the “self” aspect of
FINRA’s self-regulatory function has
been accompanied by an exponential
increase in its regulatory output. As
FINRA acts more and more like a “dep-
uty” SEC, concerns about its account-
ability grow more pronounced.®

Law professor Emily Hammond refers to
FINRA’s current status as “double deference”
and argues that “the combination of over-
sight agencies’ deference to SROs and judicial
deference to oversight agencies undermines
both the constitutional and regulatory legiti-
macy of SROs” and that reforms would “bet-
ter promote accountability and guard against
arbitrariness not only for SROs but also for
the modern regulatory state.”®

The U.S. Chamber of Commerce, referring
to FINRA and the proxy adviser firm Institu-
tional Shareholder Services, wrote:

Despite their tremendous influence
over the workings of the capital mar-
kets, these organizations are generally
subject to few or none of the traditional
checks and balances that constrain gov-
ernment agencies. This means they are
devoid of or substantially lack critical
elements of governance and operation-
al transparency, substantive and pro-
cedural standards for decision making,
and meaningful due process mecha-
nisms that allow market participants to
object to their determinations.””

It is also unclear how well FINRA is dis-
charging its core mission of preventing fraud,
misappropriation of funds, and other miscon-
duct by those it regulates.®® A recent empirical
analysis found:

Roughly 7% of advisers have miscon-
duct records. At some of the largest
financial advisory firms in the United
States, more than 15% of advisers have
misconduct records. Prior offenders
are five times as likely to engage in new
misconduct as the average financial ad-
viser. Firms discipline misconduct: ap-
proximately half of financial advisers
lose their job after misconduct.... [O]f
these advisers, 44% are reemployed in
the financial services industry within a
year.”

Some of the largest firms have committed
multibillion dollar frauds with few conse-
quences for the individuals who committed
this fraud.®® There is bipartisan, bi-ideologi-
cal concern about FINRA enforcement.® It is,
of course, possible that the high level of advis-
ers with misconduct records is due to aggres-
sive FINRA enforcement, and that the high
level (44 percent) of re-employment in the fi-
nancial industry of advisers with misconduct
records is because the misconduct involved
was minor. Given the information currently
available to the public and policymakers, it is
simply impossible to know.

FINRA’s Office of the Chief Economist®®
has conducted research on FINRA enforce-
ment. In August 2015, it released a working
paper that found that the “20% of brokers
with the highest ex-ante predicted probabil-
ity of investor harm are associated with more
than 55% of investor harm events and the
total dollar harm in our sample.”®® Thus, the
one-fifth of brokers that FINRA’s algorithm
predicts have the highest likelihood of mis-
conductdo, in fact, account for over half of the
misconduct. Presumably, FINRA’s Enforce-
ment Department is taking this predictive
algorithm into account when assessing its
enforcement priorities. The study also found
that “[w]ith respect to the impact of releasing
additional non-public CRD information on
BrokerCheck, we find that HAC [harm asso-
ciated with co-workers] leads to an economi-
cally meaningful increase in the overall power
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to predict investor harm.”** HAC is FINRA
jargon that means if a firm employs or has
employed brokers that engage in misconduct,
other brokers at that firm are more likely to
engage in misconduct, presumably because
of the culture at the firm or poor internal
controls. Releasing additional CRD informa-
tion, then, may allow the public to better as-
sess whether their broker, or a broker whom
they are considering, is likely to harm them by
engaging in misconduct. Among other things,
unreleased information includes complaints,
test scores, felonies, and bankruptcies, and
some of the information is quite old. Release
of unadjudicated complaint information
where there has been no finding of fault by
the broker-dealer is probably not warranted.
FINRA should evaluate whether additional
information should be released.

The bottom line is this. FINRA has a mo-
nopoly. It is the only SRO for broker-dealers.
Broker-dealers must be a member of FINRA
in order to do business. Quitting FINRA is
not an option given the legal requirement to
be a member of an SRO. FINRA is virtually
immune to legal challenges to its regulatory
decisions. Thus, the normal recourse when
dealing with a private party is not available.
FINRA also has a virtual monopoly on arbi-
tration of disputes between FINRA members
and between a FINRA member and investors.
Both investors and broker-dealers are gener-
ally barred from accessing the courts. FINRA
has coercive authority over its members and
investors. The federal government has ef-
fectively delegated regulatory and dispute-
resolution authority to a private organization.
When they are dealing with FINRA, neither
broker-dealers nor investors enjoy the many
protections that the law affords in dealing
with government regulators in any court® or
in the regulation formulation process. Fur-
thermore, it is far from clear that FINRA is
doing an adequate job of policing fraud, mis-
appropriation, and other serious misconduct.
FINRA is not adequately accountable to Con-
gress, to the public, or to those it regulates.
Reforms, discussed below, are necessary.

FINRA'S CONSTITUTIONALITY

It is an open question whether FINRA, as
currently constituted, is constitutional.®® It
is arguably unconstitutional for at least two
reasons: (1) the separation of powers, and (2)
the Fifth Amendment due-process clause and
the associated private non-delegation doc-
trine. No matter how the courts ultimately
rule on the constitutionality of FINRA’s cur-
rent structure, the due-process, transparency,
accountability, and governance questions
raised are policy questions that Congress
should address.

The Supreme Court in Free Enterprise
Fundv. Public Company Accounting Oversight
Board® held the dual “for cause” provisions®®
in the section of Sarbanes-Oxley creating the
Public Company Accounting Oversight Board
(PCAOB)® to be unconstitutional on separa-
tion-of-powers grounds.

In Free Enterprise, the Supreme Court
asked: “May the President be restricted in his
ability to remove a principal officer, who is in
turn restricted in his ability to remove an in-
ferior officer, even though that inferior officer
determines the policy and enforces the laws
of the United States?””°

The Supreme Court’s answer:

We hold that such multilevel protection
from removal is contrary to Article II’s
vesting of the executive power in the
President. The President cannot “take
Care that the Laws be faithfully exe-
cuted” if he cannot oversee the faithful-
ness of the officers who execute them.
Here the President cannot remove an
officer who enjoys more than one level
of good-cause protection, even if the
President determines that the officer
is neglecting his duties or discharging
them improperly.”

Because FINRA is tasked with enforcing
the securities laws,”? and its board and offi-
cers are not removable by the President, and
SEC Commissioners are only removable for
cause, it is quite possible that a court would
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conclude that FINRA, as currently structured,
violates the separation-of-powers clause. The
Supreme Court, however, did distinguish the
PCAOB from “private self-regulatory organi-
zations in the securities industry—such as the
New York Stock Exchange.”” So the central
question becomes whether FINRA is exercis-
ing “executive power” within the meaning of
the Constitution, or whether it is a truly pri-
vate self-regulatory organization.”

Discussing the Supreme Court’s private
non-delegation doctrine in another context,
Heritage Foundation Legal Research Fellow
Paul Larkin wrote:

The Fifth Amendment Due Process
Clause ensures that the actors in each
department cannot evade the Fram-
ers’ carefully constructed regulatory
scheme by delegating their federal law-
making power to unaccountable private
parties, individuals beyond the direct
legal and political control of superior
federal officials and the electorate. That
is, the due process requirement that
federal government officials act pursu-
ant to “the law of the land” when the
life, liberty, or property interests of the
public are at stake prohibits the office-
holders in any of those branches from
delegating lawmaking authority to pri-
vate parties who are neither legally nor
politically accountable to the public or
to the individuals whose conduct they
may regulate.”

In Todd & Co. v. SEC” and R. H. Johnson &
Co. v. Securities & Exchange Commission,” two
circuits ruled the Maloney Act”® delegation to
the NASD (FINRA’s predecessor organiza-
tion) to be constitutionally compliant. The
Todd court, however, explicitly disclaimed
making a ruling on the 1975 amendments to
the Securities Act,” let alone changes since
FINRA was created.®® As discussed above, the
NASD and the NYSE were controlled by mem-
bers of the organizations, while FINRA is not.
Moreover, at the time of those decisions, the

NYSE and NASDAQ were mutualized. Fur-
thermore, the decisions predate the SEC’s
role in approving all SRO rules. Finally, the
courts’ state action and separation-of-powers
jurisprudence has evolved considerably since
the Todd and R.H. Johnson courts considered
the issue.

THREE PATHS TO REFORM

There are three basic approaches to re-
forming FINRA. First, it could be changed
back into a truly private SRO, controlled by
the industry, with the SEC resuming its tradi-
tional regulatory role. This would, in effect, be
areturn to the regulatory environment before
the NYSE and NASD handed off their regula-
tory function to FINRA.® Second, FINRA
could be incorporated into the SEC. FINRA’s
status as a “national securities organization”
would be terminated, its employees would
have the option of becoming government em-
ployees,®? and FINRA’s regulatory functions
would be discharged by the SEC, presumably
by its Division of Trading and Markets. Those
educational functions not conducted by its
foundation and perhaps its market surveil-
lance®® and intra-industry dispute resolution
functions could be retained. As discussed
below, ideally, its arbitration function would
be spun off. This approach would provide the
transparency, due-process protections, and
congressional oversight typically associated
with government. Significant changes to the
Securities Exchange Act provisions governing
national securities organizations would be re-
quired. Third, the existing framework could be
substantially reformed. This latter, incremen-
tal, approach is likely to have the best chance
of success in the current policy environment.

In August 2016, Robert Cook became pres-
ident and CEO of FINRA, and chairman of
the FINRA Investor Education Foundation.®*
Jack Brennan was named FINRA’s chairman.?
Previously, Richard Ketchum had been both
chairman and CEO. In addition, Bob Muh, the
CEO of Sutter Securities, Inc., was elected in
September as a small-firm governor on a plat-
form of reducing the regulatory burden on
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small broker-dealers.®* With new leadership
may come a new openness to reform.

Incremental Reforms. Incremental—al-
though major—reforms that would address
the most substantial problems with FINRA’s
current structure are outlined below. In prin-
ciple, many of these reforms could be imple-
mented by FINRA itself, with SEC approval.
Alternatively, Congress could amend § 15A
and § 19 of the Securities Exchange Act, such
that a national securities association (that is,
an SRO) must meet the outlined requirements
as a condition of registration. Current law al-
ready imposes more than 20 requirements.*”

Transparency. Given FINRA’s impor-
tance to U.S. financial markets, and the effec-
tive delegation to it of key regulatory func-
tions by the SEC and Congress, openness and
transparency in its regulatory and adjudica-
tory functions is entirely appropriate. FINRA
should comply with a set of rules substan-
tially similar to the requirements imposed on
government agencies under the Freedom of
Information Act.%®

FINRA’s Board of Governors meetings
should be open to the public, unless the board
votes to meet in executive session. The cri-
teria for whether they can close the meeting
should be established in advance and careful-
ly circumscribed. FINRA currently does not
make available in advance rule-makings that
the FINRA board is expected on consider.?
The complete board agenda should be made
available to the public in advance, and board
minutes describing actions taken should be
published with alacrity. Such requirements
are analogous to, but less stringent than, the
requirements imposed on government agen-
cies by the Sunshine Act.*

Given that under current law FINRA pro-
ceedings supplant a civil trial and there is no
means of accessing the courts, FINRA arbi-
tration hearings should be open to the public
and reported. This is analogous to the public-
trial requirement in the Sixth Amendment
and the long-standing presumption that all
court proceedings in the United States are
open to the public.” Just as trials in criminal

and civil courts and hearings in administra-
tive courts are open to the public, so should
disciplinary hearings.

In 1884, Oliver Wendell Holmes, then a
justice on the Massachusetts Supreme Court,
held in Cowley v. Pulsifer®* that members of
the public enjoy a right of access to civil tri-
als. This right, he said, is rooted in democrat-
ic principles:

It is desirable that the trial of [civil]

causes should take place under the pub-
lic eye...not because the controversies

of one citizen with another are of public

concern, but because it is of the highest

moment that those who administer jus-
tice should always act under the sense

of public responsibility, and that every
citizen should be able to satisfy him-
self with his own eyes as to the mode in

which a public duty is performed.

Although proceedings are not public, ad-
verse results in many disciplinary matters
are made public via a database called Broker-
Check.” Broker-Check, however, reports only
some of the information available on FINRA’s
Central Registration Depository. FINRA’s
Office of the Chief Economist has found that
the unreported information is relevant to
predicting broker misconduct.®* Other than
unauthenticated complaint data,” FINRA
should consider whether this information
should be made public. As discussed below,
FINRA’s rule-making process should also be
made more transparent.

Arbitration and Dispute Resolution.
FINRA handles about 4,000 arbitration cases
annually. About 70 percent of these involve
customer complaints, and the remainder con-
sist of intra-industry cases.

Arbitration can be a lower cost, fair way of
resolving disputes.”” However, for the reasons
discussed below in detail, FINRA’s arbitration
system is flawed and should be improved.

Alternatively, Congress should consider a
different approach. It could create a special-
ized court, analogous to the Tax Court, to hear
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CHART 8-1
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intra-industry and customer-securities cases.
This could be a specialized Article III court
with limited jurisdiction, or a non-Article III
court, such as the U.S. Tax Court®® or the U.S.
Court of Federal Claims.”” It should have a
small claims division like the Tax Court and
many state courts so that small claims can be
handled in a less-formal and less-expensive
manner. The small-claims division should
be open to pro se litigants, and judges should
take a more active role in fact finding. Such
an approach would have two primary advan-
tages. First, there would be no doubt about its
impartiality as there is in the case of FINRA.
These doubts arise because, although not
controlled by industry, FINRA certainly has
strong industry influence. Second, its judges
would develop expertise in securities-law cas-
es. Often, neither an Article ITI court of gener-
al jurisdiction nor current FINRA arbitrators
have expertise in securities cases.

Due Process. Due process may be sum-
marized as providing to a person who may suf-
ferloss oflife, liberty, or property with “notice,

an opportunity to be heard, and a determina-
tion by a neutral decisionmaker”'®® in an open
forum. In the words of the Supreme Court:

Secrecy is not congenial to truthseek-
ing.... No better instrument has been
devised for arriving at truth than to give
a person in jeopardy of serious loss no-
tice of the case against him and oppor-
tunity to meet it. Nor has a better way
been found for generating the feeling,
so important to a popular government,
that justice has been done.'

Due-process protections would, at a mini-
mum, include (1) adequate notice of the
charges or complaint; (2) the right to be pres-
ent at a hearing or trial; (3) a public forum; (4)
the right to be heard and to present evidence;
(5) the right to be retain counsel; (6) trial by
jury or, at least, an impartial, neutral deci-
sion maker; (7) an adequate ability to com-
pel the opposing party to disclose facts and
documents that are material to the dispute
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(adequate discovery); (8) an adequate ability
to call witnesses and to cross-examine wit-
nesses called by the opposing party; (9) a re-
quirement that findings of fact are made and
legal reasons are given for a decision; and (10)
an adequate review by an impartial party of
the triers’ decision to ensure that it is not ar-
bitrary or capricious and has a rational basis
in law and in fact (adequate appeal rights).
Each of these is addressed in turn below.

1. Notice. FINRA appears to provide ade-
quate notice both in disciplinary hearings
and in its arbitrations.'*?

2. The Right to be Present. FINRA allows the
partiestobepresentduring proceedings.'*®

3. Public Forum. FINRA does not generally
provide a public forum. Its proceedings
are generally closed to the public.'** As
discussed above under “Transparency,”
these proceedings should generally be
open to the public.’

4. The Right to Be Heard and Present Evi-
dence. FINRA provides the opportunity
for parties to be heard and to present evi-
dence. As discussed below, however, par-
ties’ rights to present and obtain evidence
are circumscribed, and the federal rules of
evidence do not apply.’®

5. The Right to Retain Counsel. The right to
retain and be represented by counsel is
preserved in FINRA proceedings.'”

6. Impartial Decision Maker. FINRA does
not provide the right to a trial by jury as is
guaranteed in federal court by the Seventh
Amendment'®® and in state courts by most
state constitutions.'” FINRA arbitration
chairpersons are not judges. Although
there are some requirements for arbitra-
tion chairpersons, there is no requirement
that arbitrators have any special expertise
in finance or the law. In fact, FINRA ac-
tively recruits from outside those fields.'°
FINRA arbitrators must be approved by
FINRA and complete 13.5 hours of FIN-
RA training."! FINRA maintains a list of
6,000 approved arbitrators™® and gener-
ates a random list of arbitrators (typically

7.

10 public arbitrators, 10 non-public arbi-
trators, and 10 chairpersons) from which
the parties can choose."® FINRA changed
its rules in 2011,"* however, so that in arbi-
trations involving a dispute between cus-
tomers and a firm, the customer may elect
to have the arbitration panel composed of
entirely public arbitrators rather than in-
dustry representatives.'’”

Adequate Discovery. FINRA discovery
rules differ depending on the type of pro-
ceeding." Discovery is more limited than
itwould be in a federal court.”” In particu-
lar, the ability to depose witnesses is se-
verely circumscribed.”® This may make it
more difficult for a party to pursue a claim.
FINRA discovery is, however, more exten-
sive than discovery made under American
Arbitration Association rules.™ Excess
discovery costs are one of the primary
reasons why conventional litigation is so
expensive, and controlling dispute resolu-
tion costs is one of the primary advantages
of arbitration.®® Controlling costs is one of
the core rationales underlying the Federal
Arbitration Act,”” which generally requires
courts to enforce arbitration awards and
bars access to courts when the parities
have entered into a pre-dispute arbitration
agreement'?? (as would be the case in vir-
tually every customer-broker agreement).
Whether FINRA discovery rules should be
modified should be studied further.
Calling Witnesses and Witness Cross-
Examination. Witnesses may generally
be called, and opposing witnesses cross-
examined. The limits on conducting wit-
ness deposition discussed above make
it much more difficult to adequately re-
but surprise testimony or to impeach
awitness.

Findings of Fact and Law. In general,
FINRA arbitrators need not explain their
reasoning or make findings of fact or
law. If, however, all parties agree in ad-
vance,'?® they may request and pay $400
for an “explained decision.”'** But even
an explained decision need not include
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CHART 8-2

FINRA: Regulated Firms and Registered Representatives
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“legal authorities and damage calcula-
tions.”* Thus, neither the parties nor
anyone reviewing the arbitrators’ deci-
sion can meaningfully assess how much,
or how little, thought or analysis about
the facts or the law went into deciding the
case or the amount, if any, of the award.
Neither the parties nor anyone else can
meaningfully assess whether the arbi-
trators’ reasoning was flawed or sound.
In contrast to very high compensation
for FINRA employees,'?¢ arbitrators are
paid between $300 (for a session up to
four hours) and $600 (for a session last-
ing up to a day).’*” This amounts to $75
per hour—and substantially less than
that, once the time traveling to and from
the hearing and preparation time is con-
sidered. In contrast, the reimbursement
rate for attorneys under the Equal Access
to Justice Act is about $190 per hour.'*

Arbitrators are not paid for time spent
on preparation, analysis, or discussion
outside the actual arbitration session.
Thus, they have every incentive to make
a quick decision rather than a well-rea-
soned decision.

Administrative-law courts are required to
make “findings and conclusions, and the
reasons or basis therefore, on all the ma-
terial issues of fact, law, or discretion pre-
sented on the record.”*?® FINRA arbitra-
tors should be required to do the same for
those cases where more than $100,000'°
is at stake or severe disciplinary sanc-
tions are possible. This may be difficult for
many existing FINRA arbitrators who do
not have training in finance or in the law.
If raising FINRA arbitrator honoraria is
necessary in order to attract those with
the requisite skills, FINRA should do so.
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10. Adequate Review of Arbitration Decisions.
Either party can appeal the result of a
disciplinary hearing to the National Ad-
judicatory Council (NAC).*** The NAC is a
FINRA committee®* with 14 members.'*
Any governor may request that FINRA’s
Board of Governors review the decision of
the NAC.*** A respondent may ask the SEC
to review a final FINRA decision.”®® The
SEC’s decision, in turn, is subject to lim-
ited judicial review.!*¢

There is no comparable review in custom-
er or intra-industry arbitrations. The arbitra-
tors’ decisions are final.’®” The combination
of arbitrators not needing to provide reasons
for their decision and the near-total lack of
review for customer or intra-industry arbi-
trations is fundamentally unfair and affords
no recourse to either customers or firms that
are the victims of poorly reasoned, unjust, or
arbitrary decisions. Some of these disputes,
of course, involve modest amounts of money.
But others involve substantial sums and can,
in the case of customers, involve their life sav-
ings. Similarly, a firm that is forced to unjustly
pay an award has no recourse.

FINRA arbitrators should be required to
make findings of fact based on the evidentiary
record and to demonstrate how those facts led
to the award given. These written FINRA arbi-
tration decisions should be subject to SEC re-
view and limited judicial review. Policymakers
should carefully evaluate whether the current
practice in disciplinary proceedings is suffi-
cient to provide adequate review. Specifically,
those reviewing the outcome in a disciplinary
decision should be able to assess whether the
findings of fact actually have an adequate basis,
and to assess a written finding of how, in light
of those facts, a specific FINRA rule or provi-
sion in the securities law was violated.

Improved Oversight. The Government
Accountability Office (GAO) has found the
SEC’s oversight of FINRA to be insufficient.'®
In response, in October 2016, the SEC started
a new office called the FINRA and Securities
Industry Oversight (FISO) group, designed to

enhance its oversight of FINRA."* The new
FISO should issue annual reports describing
its oversight of FINRA and addressing the is-
sues raised in this chapter.

Congressional oversight of FINRA has
been light. To improve oversight, Con-
gress should:

e Require that FINRA submit an annual re-
port to Congress with detailed, specified
information about its budget and fees; its
enforcement activities (including sanc-
tions and fines imposed by type of viola-
tion and type of firm or individual); its
dispute resolution activities; and its rule-
making activities;

e Conduct annual oversight hearings on
FINRA, its budget, its enforcement activi-
ties, its dispute resolution activities, and
its rule-making activities;

e Require an annual GAO review of FINRA
with respect to its budget, its enforcement
activities, its dispute resolution activities,
and its rule-making activities and a sepa-
rate review of the SEC’s oversight of FIN-
RA; and

e Consider making FINRA, the Municipal
Securities Rulemaking Board (MSRB),*°
and the National Futures Association
(NFA)™ each a “designated federal enti-
ty”**? and establishing an inspector general
with respect to financial SROs, including
FINRA, the MSRB, and the NFA or, alter-
natively, placing FINRA, the MSRB, and
the NFA within the ambit of an existing in-
spector general.*?

Small Broker-Dealer Relief. As Table
8-2 shows, the number of broker-dealers has
declined by nearly 13 percent over the past five
years (2011-2016), and 23 percent in the nine
years since FINRA was created in 2007.'**

Since 2009, the number of registered rep-
resentatives who work for broker-dealers has
remained fairly constant, but the number of
firms has continued to decline. This reflects
the concentration in the market and the de-
cline in the number of small broker-dealers.
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The registered representatives that once
worked for these smaller firms have found
employment with the remaining firms.

A similar phenomenon is occurring in the
banking sector.’** The number of small banks
has declined by 28 percent since 2000, and
small banks’ share of total domestic deposits
has declined from 40 percent to less than 22
percent.*® There are many reasons for the de-
cline in small broker-dealers and small banks,
but one obvious factor common to both banks
and broker-dealers is the ever-increasing rise
in the regulatory burden on small broker-
dealers and small banks. FINRA rules are a
major component of that regulatory burden
for broker-dealers. Regulatory compliance
costs do not increase linearly with size, and
place a disproportionate burden on small
firms, making them less competitive in the
marketplace.'” Small broker-dealers are
more willing to underwrite the offerings of
small and start-up businesses. The decline in
the number of small broker-dealers impedes
the ability of entrepreneurs to raise capital.

FINRA needs to undertake a systematic
review of it rules and regulatory practices
comparable to the small-entity impact review
required of federal agencies under the Regu-
latory Flexibility Act.*® This review should
include the impact of stress tests, the nature
of FINRA audits, FINRA rules relating to the
interaction between research and corporate
finance, FINRA rules and practices relating
to sanctions for inadequate policies and pro-
cedures or failure to supervise, the operation
of “remedial” sanctions imposed without a
hearing,'*® and other matters. FINRA needs
to be open to experimentation and financial-
technological innovation that most common-
ly occurs in small firms.

Budget and Finance. FINRA fees are not
voluntary. As a matter of economics, though
not law, they are effectively a tax. And, at $789
million in 2015, they are substantial.’® The
businesses that pay these fees must recover
the costs.””! Before raising these fees, FINRA
should be required to obtain an affirmative
vote by Congress or, at least, by the SEC.

The fines leveled by FINRA in 2015 ($94
million) were 263 percent higher than the
$25.9 million in fines levied in 2008, its first
full year of operation.'”® Average fines per
member were $5,286 in 2008, and $23,755 in
2015, a 349 percent increase.'® It is difficult
to judge the appropriateness of FINRA fines
without additional information, but FINRA
should not have a budgetary incentive to im-
pose fines. Currently, it is FINRA policy that
FINRA fines are used to fund “capital expen-
ditures and specified regulatory projects.”’**
Revenues from fines imposed ($97 million in
FY 2015)*° should go to either a newly estab-
lished investor reimbursement fund™°or to
the Treasury, not to FINRA’s budget.

Congress should consider making FINRA

“on budget” for purposes of the federal budget,

along with various other government-spon-
sored enterprises, quasi-governmental enti-
ties, agency-related nonprofit organizations,
and the like that currently escape congres-
sional oversight during the budget process.’”
The Securities Protection Investors Corpora-
tion and the PCAOB are District of Columbia
not-for-profit organizations but are on bud-
get.””® The MSRB and NFA are not."

Regulatory Process. FINRAs rule-
making process should also be made more
transparent. Currently, it solicits comments
from the public for many of its rules.'®® But
this solicitation is not required. Its commit-
tee process is opaque and its Board of Gov-
ernors’ meetings, where final rules decisions
are made, are closed. The proposed rules
are subject to public scrutiny once they are
submitted to the SEC for approval.’®* But, by
this juncture, it is unusual for changes to be
made, and the SEC rarely disapproves a rule
proposed by FINRA.!%? In its rule-making pro-
cess, FINRA should comply with a set of rules
substantially similar to the requirements im-
posed on government agencies relating to the
notice-and-comment provisions of the Ad-
ministrative Procedure Act.'*®

Although FINRA made improvements in the
economic analysis of its rules by creating its Of-
fice of the Chief Economist in 2013, its efforts are
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still relatively rudimentary compared to those
of the SEC and most other government agen-
cies.'”* FINRA should also examine whether its
rules have a disproportionate impact on small,
more entrepreneurial broker-dealers.'*®

CONCLUSION

FINRA is a key regulator of central im-
portance to the functioning of U.S. capital
markets. It is neither a true self-regulatory
organization nor a government agency. It is
largely unaccountable to the industry or to

the public. Due process, transparency, and
regulatory-review protections normally as-
sociated with regulators are not present, and
its arbitration process is flawed. Reforms
are necessary. FINRA itself, the SEC, and
Congress should reform FINRA to improve
it rule-making and arbitration process. Con-
gress should amend § 15A and § 19 of the Se-
curities Exchange Act such that a national
securities association (FINRA) must meet
the reforms outlined in this chapter as a
condition of registration.

—David R. Burton is Senior Fellow in Economic Policy in the Thomas A. Roe Institute for Economic Policy
Studies, of the Institute for Economic Freedom, at The Heritage Foundation.
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Bank regulation is often based on the idea that banks are special because bank failures might lead to
widespread economic damage due to the role of banks in the U.S. payments system. Under this theory,
strict regulation—and, if this regulation fails—government backstops, are warranted. Since the 2007-2009
financial crisis, this regulatory approach has bled from banks to other types of financial firms, such as bro-
ker-dealers, insurance companies, and asset managers. Historically, these non-bank financial firms have not
been painted with the same regulatory brush as banks, but the crisis marks a clear shift from the “banks are
special” doctrine to the “all financial institutions are special” doctrine.

Proponents of the shift worry that fail-
ures of these non-banks would lead to the
same economy-wide problems they fear from
bank failure. According to this perspective,
dividing regulatory authority among differ-
ent agencies that take different regulatory
approaches weakens regulation, invites arbi-
trage, and prevents any single regulator from
having a clear picture of the overall financial
system. Though the U.S. financial regulatory
structure needs reform, a single “super” regu-
lator with a banking mindset and a ready safe-
ty net would not improve economic outcomes.

During its post-crisis negotiations, Con-
gress considered creating a consolidated fi-
nancial regulator.! The ultimate product of
those discussions—the Dodd-Frank Wall
Street Reform and Consumer Protection
Act?—did not on its face include such a super
regulator. Nevertheless, Dodd-Frank, as it

has taken shape during its first half-decade, is
moving the financial system toward uniform
regulation. If this trend continues, the system
may well end up under the de facto control of
a super regulator: the Board of Governors of
the Federal Reserve.

The move toward more uniform financial
regulation is occurring in anumber of ways. First,
Dodd-Frankincreased the scope of the Federal
Reserve’s authority to include new powers, such
as an explicit systemic-risk mandate, and new
supervised entities, such as savings-and-loan
holding companies, securities holding compa-
nies, and systemically important financial insti-
tutions (SIFIs).? For example, as of May 2016,
the Federal Reserve had supervisory authority
over approximately 25 percent (based on total
assets) of the insurance industry:*

The Federal Reserve is also active in in-
ternational regulatory efforts to identify and
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establish regulatory standards for SIFIs.> Do-
mestic regulators face substantial pressure to
follow the international consensus regarding
the regulation of individual companies and
industry sectors.® Additionally, the Finan-
cial Stability Oversight Council (FSOC)—in
which federal banking regulators play an out-
sized role—has authority to override the deci-
sions of individual regulators, even indepen-
dent regulatory agencies.” Finally, the Federal
Reserve has been actively advocating changes
outside its normal regulatory sphere.®

This chapter argues that regulatory ho-
mogenization threatens to impair the effec-
tive functioning of the financial system. Regu-
latory reform is needed, but should be rooted
in a recognition that financial market partici-
pants and their regulators respond to incen-
tives in the same way that participants in oth-
er markets do. This chapter lays out several
structural, procedural, and policy reforms
that would produce more effective financial
regulation by making financial market par-
ticipants, including regulators, more account-
able for their actions.

LAYING THE PROPER
GROUNDWORK FOR
FINANCIAL REGULATION

Before identifying regulatory solutions,
policymakers need to consider regulatory jus-
tifications. Which problems are regulations
supposed to solve? Policymakers can only
design appropriate solutions after clearly an-
swering this question. It is not enough simply
to point to the potential for a financial crisis
to justify a particular regulation. Likewise, a
stated desire to maintain financial stability
is not sufficient because nobody knows what
the term means, let alone how to measure it.’
Rather, policymakers must understand the
particular problems they are trying to solve
before they can design effective solutions.

Common Justifications for Financial
Regulation. Policymakers and regulatory
advocates have identified several problems
they believe financial regulation can and
should address. These include threats to

macroeconomic stability, consumer harm,
and potential drains on taxpayer resources.
Proponents argue that government regula-
tion is the most effective way to keep all of
these problems in check.

Coloring the assessment of problems and
solutions is a belief that the financial industry
is different from other industries. The idea
that financial firms require stringent regula-
tions because they are different from nonfi-
nancial companies used to be confined to the
banking sector.!® As the relative share of bank
financing has declined, however, policymak-
ers have extended this aura of exceptionality
to virtually all forms of non-bank financing."
Policymakers, in the name of global macro-
economic stability, also have increasingly
embraced a homogenous, complex regulatory
framework for the whole financial system.
The approach ignores industry distinctions
and national boundaries in favor of a uniform,
bank-regulatory approach.

The financial system is central to the func-
tioning of the rest of the economy, so policy-
makers’ concern for financial stability is not
surprising. Financial firms facilitate com-
merce among nonfinancial firms, so failures
in the financial sector could impede business
activity at nonfinancial companies. Main
Street is interconnected with Wall Street,
and problems in the financial sector can give
rise to problems in the rest of the economy.
Non-financial companies, consumers, and
investors all may suffer if one or more large
financial firms fail. However, the very same
reasoning could be used to justify heavy regu-
lation of nonfinancial firms, which are also
deeply interconnected with one another. To
see this, one need only imagine the failure of
a large company, such as Walmart, and the
grave consequences for its millions of cus-
tomers, employees, and suppliers.

In addition to financial stability, policy-
makers cite consumer and investor protection
as a justification for an increasingly intensive
financial regulatory system. Traditionally,
regulators have sought to protect consum-
ers from fraud, but consumer protection has
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expanded to include averting financial loss,
constraining consumers’ choices for their
own good, or—even more expansively—main-
taining confidence in the financial sector.'”
The consumer confidence justification com-
plements the goal of ensuring macroeconom-
ic stability.’® If consumers and investors lack
confidence in the financial system, so the the-
ory goes, the system will crumble and carry
down the rest of the economy with it. Togeth-
er, the macroeconomic stability and consum-
er protection justifications undergird calls for
an expanded financial regulatory framework.

Another reason policymakers call for ex-
panding bank-like regulation to non-banks
is the need to protect the integrity of govern-
mental financial guarantees. These guaran-
tees are claimed to protect consumers and en-
sure financial stability. Both the federal and
state governments provide taxpayer-backed
guarantees. The main federal guarantee for
the financial system is federally backed de-
posit insurance through the Federal Deposit
Insurance Corporation (FDIC). The FDIC
collects premiums from banks to establish
the Deposit Insurance Fund (DIF), but the
U.S. Treasury is obligated to cover any short-
fall when the DIF is insufficient to cover de-
positors’ losses. As the 2007-2009 financial
crisis illustrated, the federal government also
may create special programs to assist banks
and other financial firms during times of
stress.* States maintain industry-funded, but
ultimately taxpayer-backed, guaranty funds
that provide financial protection to insurance
policyholders in the event an insurance com-
pany becomes insolvent.” Thus, governments
justify imposing strict capital and other regu-
lations on the grounds that doing so protects
taxpayers.'®

On the surface it makes sense to protect
taxpayers in this manner. However, the evi-
dence shows that extensive regulation has
not actually worked as intended,"” and that
implementing government-backed insur-
ance schemes has likely done more harm than
good. In particular, countries with more gov-
ernment involvement in a deposit insurance

system, and with higher levels of deposit in-
surance coverage, tend to have more bank
failures and financial crises."®

One problem with this type of govern-
ment-backed insurance is that it gives deposit
holders and investors an incentive to stop
carefully monitoring the risks firms are tak-
ing. This problem magnifies what is known
as moral hazard, whereby government back-
ing gives managers the incentive to take on
more risk than they would without a taxpayer
backstop.”” Therefore, while it seems laudable
to protect taxpayers from potential losses
through the DIF, an alternative to govern-
ment-backed guarantees and government-
imposed regulation could more readily ac-
complish that goal.

The moral hazard created by government
guarantees can be in itself a justification for
prudential regulation. Such regulation, how-
ever, is only justified when it reduces risk,
whereas some regulations, like the Communi-
ty Reinvestment Act, push banks to take more
risks, not fewer. In many cases, the actual jus-
tification for financial regulation is not safety
and soundness or the greater public interest,
but the redistribution of income via the fi-
nancial system. Financial regulation can also
have fiscal goals, as illustrated by the favoring
of sovereign debt in most regulatory schemes.

A MARKET-BASED APPROACH TO
FINANCIAL REGULATION

The goals of maintaining macroeconomic
stability, protecting consumers, and exer-
cising good stewardship over taxpayer re-
sources provide policymakers broad cover to
micromanage the financial system. Almost
any regulatory intervention can hide under
the shadow of one of these broad and super-
ficially appealing themes. More precise iden-
tification of the problems at issue leads to a
narrower, more tailored, and more realistic
regulatory framework and leaves room for
private-market-based solutions.

Financial regulation should establish
the framework within which financial in-
stitutions survive and thrive based on their

The Heritage Foundation | heritage.org 131



ability to serve consumers, investors, and
Main Street companies. Financial regulators
have historically punished fraud and encour-
aged sound disclosure, but did not micro-
manage decision making. Such an approach
runs counter to the current macroprudential
trend in regulation, which places governmen-
tal regulators—with their purportedly greater
understanding of the financial system—at the
top of the decision-making chain.

Experience clearly shows that the govern-
ment may not be the best regulator of finan-
cial markets. The financial crisis of 2007-
2009 occurred despite—and perhaps partly
because of—heavy regulation.?® Government
regulations can be gamed and sometimes
create incentives for companies to take ac-
tions that make them less resilient. The com-
petitive process that is a natural part of a free
enterprise system is an alternative, and of-
ten more effective, way to regulate markets.
Firms have to figure out how to provide prod-
ucts and services at prices that customers are
willing and able to pay. If, for instance, bank
customers value deposit insurance, firms will
provide it at a price that reflects its cost. The
firms that provide the insurance will moni-
tor the insured banks. The government, by
contrast, assumes that all depositors want
deposit insurance, does not charge economi-
cally appropriate rates, and does not moni-
tor banks as closely as a private insurer with
money on the line would do.

Ultimately, if private firms cannot pro-
vide such insurance, consumers do not value
it. To provide more market discipline and
move toward such a system, Congress can
lower the amount of FDIC deposit insurance
coverage to (at least) the pre-Dodd-Frank
limit of $100,000 per account.* Even lower-
ing the value to the pre-1980 limit of $40,000
per account would insure a level (based on
2014 data) nearly 10 times the average trans-
action-account balance of approximately
$4,000.2> The same market principles apply
to the extensive set of government-imposed
regulations that determine banks’ capi-
tal position.

Under the current system, financial firms
must conduct their business and adhere to
various capital and liquidity ratios based on
regulators’ subjective risk assessments. These
rules impose needlessly complex require-
ments, and there is no reason to expect regu-
lators to make better risk assessments than
the market participants who stand to increase
or lose their investments.?® Rather than forc-
ing banks and other financial firms to adhere
to arbitrary standards set by regulatory fiat,
policymakers should introduce more market
discipline into the system so that, ultimately,
market participants can impose their own cap-
ital rules. While allowing market participants
to determine the appropriate equity levels for
funding still fails to guarantee a stable banking
system and macroeconomy, evidence clearly
shows that allowing regulators to set statutory
capital requirements fails as well.**

What is more, both theory and evidence
suggest that the banking system will perform
better when banks’ capital suppliers face
more market discipline.*® A common empiri-
cal finding is that companies that use more
debt generally have to pay higher costs in
order to borrow. This constrains both their
ability to borrow and to grow. The exception
to this finding is financial institutions that are
backed by government. That backing pushes
out the private monitoring of financial lever-
age, resulting in greater instability. The guar-
antee business of Fannie Mae and Freddie
Mac was leveraged at more than 200 to 1.2°
Such massive leverage would never occur in
the absence of government guarantees.

Government simply cannot impose finan-
cial stability on the economy, and any such
macro-stability objectives are best achieved
through a competitive market process.?” Un-
like government regulation, this process
provides incentives for firms to monitor
themselves, their counterparties, their com-
petitors, and market conditions to prepare for
adverse events. Markets function best when
this competitive process is allowed to work,
and it requires that the government allow the
weakest, poorest-run firms to fail. These are
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the companies that do not serve their custom-
ers well, and preventing their failure works
against macroeconomic stability because it
prevents the migration of resources to peo-
ple and companies who are better able to put
them to good use.

The overall failure of government rules
and regulation to create a sound system is
partly due to an insurmountable knowledge
problem.?® In particular, no group of experts
can know precisely how to prevent future
events that are themselves uncertain. Mar-
ket participants cannot accomplish this task
either, but the competitive process forces
those with the most to lose to use their judg-
ment. At best, government rules that profess
to guarantee financial market safety create a
false sense of security. Worse, over time, these
rules have a tendency to increase in volume
and complexity, thus protecting incumbent
firms from new competitors. This outcome
hinders innovation, tends to raise prices, and
prevents people from learning the best ways
to employ resources.

Government can play a role in protect-
ing consumers, investors, and policyhold-
ers, particularly in mitigating and punishing
fraudulent behavior. However, competitive
markets have the most important role to play
here. The competitive market process can, for
example, help to root out fraudulent actors
through monitoring and short-selling. In fact,
one recent study found that short sellers “are
proficient at identifying financial misrepre-
sentation before the general investing public,”
and that, even net of their profits, short sellers

“generate external benefits for uninformed in-

vestors.”? Furthermore, the competitive pro-
cess is likely the best way to generate effective
consumer and investor-tailored disclosures.
Any reforms to the U.S. financial regulatory
framework should recognize that effective
regulation—regulation that rigorously and
relentlessly ferrets out and punishes bad be-
havior—is more likely to come from markets
than from government.

Misleading and fraudulent behavior for all
products and services—including financial

products and services—are prohibited by both
state and federal law. Furthermore, while gov-
ernment-mandated disclosures aimed at mit-
igating fraud and misrepresentation are one
type of regulation, they are properly viewed
as distinct from regulations that dictate, for
instance, the type and amount of capital that
financial firms may use. Even disclosure-
based regulations can be used to indirectly
shape market behavior rather than to ensure
that consumers and investors have the infor-
mation they need to make decisions.

Market-based regulatory solutions can
be more tailored, more flexible, and more ef-
fective than government mandates. Thus, as
problems arise in the markets, policymak-
ers should look for market-based solutions.
Such solutions may be easier to implement
if, as discussed in the next section, reforms
are made to the financial regulatory struc-
ture and its degree of accountability to the
American people.

THE ELUSIVE OPTIMAL FINANCIAL
REGULATORY STRUCTURE

There is no perfect structure for the finan-
cial regulatory system, but design affects how
well regulation is carried out, so regulatory re-
designers should proceed with care. The quest
for the holy grail of regulatory structure has
resulted in periodic reconsideration of opti-
mal regulatory structure in the United States
and abroad, and some countries have consoli-
dated many regulatory functions into a single
financial regulator.?® Others have embraced
functional regulation. The fact that countries
have modified their approaches over time re-
flects the universal difficulty of this exercise.*
We argue against a super-regulator, but rec-
ommend some areas in which consolidation
could generate improved financial regulation.
We do not undertake to prescribe the precise
form the U.S. regulatory structure should take,
but rather to suggest broad outlines.

AVOIDING A SUPER-REGULATOR

The blatant inefficiency and complexity of
our regulatory system has prompted multiple
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FIGURE 9-1

U.S. Financial Regulatory Structure, 2016
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SOURCE: U.S. Government Accountability Office, “Complex and Fragmented Structure Could Be Streamlined to Improve
Effectiveness,” February 2016, p. 12, Figure 2, http://www.gao.gov/assets/680/675400.pdf (accessed December 7, 2016).
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efforts toward consolidation. For example, as
the recent financial crisis was breaking out,
the Department of Treasury issued a regula-
tory reform blueprint that posited an “op-
timal” regulatory structure as comprising
three regulators—responsible respectively
for “market stability regulation, safety and
soundness regulation associated with gov-
ernment guarantees, and business conduct
regulation.”®® This so-called objectives-based
approach is attractive in its potential to elimi-
nate regulatory arbitrage, but it also could ag-
gravate the current tendency of bank regula-
tion to seep into capital markets regulation.
In other words, such a re-organization could
further open the door for the banks-are-spe-
cial doctrine to expand into the all-financial-
institutions-are-special doctrine. After the fi-
nancial crisis, Treasury issued another report,
this time calling for a less-streamlined regu-
latory approach.?® Under the latter approach,
Treasury called for one national bank super-
visor, a new consumer regulator, expanded
powers for the Federal Reserve, and a new
systemic risk council.?* At the time, Congress
also contemplated big changes, such as the
merger of the SEC and Commodity Futures
Trading Commission (CFTC),*® and the cre-
ation of a super-regulator.®

The attempts to consolidate regulators ran
into political roadblocks and were dropped
in favor of Dodd-Frank’s more politically
palatable, but complex, regulatory structure.
Nevertheless, Dodd-Frank implemented
major changes—most notably the elimina-
tion of the Office of Thrift Supervision®” and
addition of the Consumer Financial Protec-
tion Bureau (CFPB), the FSOC, and the Office
of Financial Research (OFR). Naturally, the
fact that a large number of regulators remain
continues to draw recommendations to con-
solidate. For example, the Government Ac-
countability Office (GAO) recently issued a
comprehensive look at financial regulation
completed after the Dodd-Frank Act, and
titled the report “Financial Regulation: Com-
plex and Fragmented Structure Could Be
Streamlined to Improve Effectiveness.”® The

report explored many ways in which the post-
Dodd-Frank regulatory framework results in
duplicative and inconsistent regulation. The
dizzying array of financial regulators makes
attractive the prospect of a super-regulator
or—as the Treasury plans recommended—a
much smaller set of financial regulators with
expanded jurisdiction.

Regulatory diversity, even if not the most
efficient approach, however, has certain advan-
tages. First, it allows regulators to specialize
in particular types of institutions.*” Second, it
allows regulatory experimentation and compe-
tition.*° Third, it helps to highlight an error that
oneregulator is making. Regulators’ decisions
can be measured in the context of other regula-
tors’ approaches to similar issues. Fourth, if a
regulator does make an error, only the subset
of entities it regulates will be directly affected.
Fifth, maintaining distinct capital markets and
banking regulators provides speed bumps to
banking regulators’ efforts to apply bank-like
regulation more broadly.*

In short, one of the advantages of the cur-
rent systemis that regulators canbe measured
against one another, and their mistakes are
bounded by the limits of their jurisdiction.*?
Competition among regulators can also re-
duce the possibility that regulators choose the

“quiet life” of not raising too many objections
about the entities they regulate.** One of the
reasons why the failings of supervision at the
Office of Thrift Supervision (OTS) have been
so well publicized is the parallel oversight by
the FDIC. The material-loss reviews indepen-
dently conducted by the Inspector General of
the Treasury Department have also helped
to expose regulatory failings.** Such reviews
should be expanded to cover broader issues of
regulatory performance.

One argument for consolidating regulators
isto avoid “charter-shopping” ora“race to the
bottom” among regulators.** This argument,
however, assumes a degree of competition
between financial regulators that is at odds
with the existing regulatory system. Many of
the institutions at the heart of the crisis, such
as the government-sponsored enterprises
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Fannie Mae and Freddie Mac, had no ability
to choose their regulator. While banks and
thrifts had some ability to shift their charters,
such was only a choice between federal and
state or between the Office of the Comptroller
of the Currency (OCC) and the OTS.

Contrary to the charter-shopping argu-
ment is that, during the recent financial crisis,
banks failed at roughly similar rates across
the various bank regulators.*® Despite its
many well-documented failings, the OTS was
not an outlier. Furthermore, as professors
Henry Butler and Jonathan Macey have so
aptly observed, competition among banking
regulators is largely a myth.*” In surveying the
literature of state corporate governance and
banking laws, one recent article found that
such competition did not generally lead to a

“race to the bottom” but rather a sorting into
alternative regulatory systems.*®* While the
extent of competition between bank regula-
tors can certainly be debated, the fact remains
that state bank regulators may not face the
full costs of their decisions, given that banks
they charter are ultimately backed by the fed-
eral government.*

STREAMLINING REGULATION

Although full regulatory consolidation
could harm financial markets, some stream-
lining is important. The existing regulatory
structure embodies certain inefficiencies and
redundancies. Regulators coordinate, but
“this coordination requires considerable ef-
fort that, in a more efficient system, could be
directed toward other activities.”>® The fol-
lowing discussion offers some examples of
areas in which regulatory consolidation could
make financial regulation more effective at
achieving its goals and less costly for regulat-
ed companies—and ultimately their consum-
ers and investors.

Removing the Federal Reserve’s Regu-
latory and Supervisory Powers. As the
United States central bank, the Federal Re-
serve’s primary roles are in the monetary
policy arena. Specifically, the Federal Reserve
Act directs the central bank to “maintain long

run growth of the monetary and credit aggre-
gates commensurate with the economy’s long
run potential to increase production, so as
to promote effectively the goals of maximum
employment, stable prices and moderate
long-term interest rates.” The Federal Re-
serve has struggled to fulfill these macroeco-
nomic responsibilities, and its supplementary
regulatory and supervisory responsibilities—
particularly as they have expanded since the
financial crisis®>—are simply unnecessary for
conducting monetary policy.

First, these responsibilities take the time
of the Federal Reserve Board of Governors
and staff. The Federal Reserve has been ac-
tively engaged in regulation and supervision
in the post-crisis years. Second, the chairman
of the Federal Reserve is typically chosen for
her monetary policy expertise. Expecting the
chair to also master a massive regulatory and
supervisory portfolio is unreasonable. Dodd-
Frank, in conjunction with increasing the re-
sponsibilities it placed on the Federal Reserve,
established a new, Senate-confirmed posi-
tion—Vice Chairman for Supervision.>® This
as-yet-unfilled position is to be filled by one of
the Federal Reserve Governors, whose ability
to focus on monetary policy would therefore
be attenuated. Third, allowing the same enti-
ty to exercise regulatory and monetary func-
tions gives rise to unnecessary and potentially
dangerous conflicts of interest. A central bank
that is also a regulator and supervisor could
be tempted to use monetary policy to com-
pensate for mistakes on the regulatory side,
and financial stability concerns could some-
times lead to regulatory forbearance.

Fourth, as discussed earlier, the larger the
Fed’s regulatory role, the greater the magni-
tude of the effects of its policy mistakes. These
mistakes will reverberate across the full
range of financial institutions, rather than be
limited to banks and bank holding companies.
Fifth, the Federal Reserve’s responsibilities
overlap with those of other financial regula-
tors.”* The overlap results in inconsistencies
and duplicative efforts by both regulators
and regulated entities.”® Efforts at inducing
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coordination, including the Federal Financial
Institutions Examination Council (FFIEC)>®
and the FSOC’s mandate to encourage coop-
eration among regulators, have not addressed
this problem adequately. Removing the Fed-
eral Reserve’s regulatory and supervisory
powers would allow it to focus on monetary
policy. The Federal Reserve’s regulatory and
supervisory responsibilities could be shifted
to either the OCC or the FDIC.

Repurposing the FSOC and Eliminat-
ing the OFR. The missions of two of the new
agencies created by Dodd-Frank—the Finan-
cial Stability Oversight Council and the Of-
fice of Financial Research—do not contribute
to the efficacy and efficiency of the financial
regulatory system. Dodd-Frank’s framers
ambitiously envisioned that the FSOC and
OFR would work together to identify system-
ic risks and prevent them from harming the
economy. The FSOC, a more powerful ver-
sion of the President’s Working Group (PWG)
on Financial Markets,”” was a natural result
of concerns of poor regulatory coordination
leading up to the crisis. The new entity, how-
ever, unlike its predecessor, was given regu-
latory functions. Its key functions include
identifying systemically important financial
institutions,*® identifying systemically impor-
tant financial market utilities and activities,*
and making recommendations to other finan-
cial regulators.® Identifying individual firms
that pose a systemic risk is a futile mission
that serves mostly to strengthen bailout ex-
pectations.® Furthermore, its power to make
regulatory recommendations makes other
regulators accountable to the FSOC rather
than to the President, Congress, or the public.

A more useful mission would look more
like that of the PWG—bringing regulators (al-
beit not exclusively agency heads) together to
discuss issues that cut across their jurisdic-
tions. The regulators could share concerns
with one another, identify financial market
trends, and play a valuable role in discussing
ways in which regulators’ actions are comple-
mentary or conflicting. A more collegial mis-
sion would avoid some of the problems that

the FSOC has exhibited to date, such as im-
posing a bank-centric view, an undue defer-
ence to foreign regulators, and a tendency to
perpetuate too-big-to-fail expectations.®?

The OFR, although rarely the subject of
much public attention, has the potential to
impose substantial pecuniary and privacy
costs on the financial industry and the Ameri-
can public without clear benefits.®® The OFR
director has the authority to collect (includ-
ing by subpoena) data from financial com-
panies and has broad power to share that
information with the industry.®* Regulated
financial firms cannot hide data from their
primary regulators, so it was unnecessary to
create a new government agency for such a
narrow regulatory purpose. Creating a new
agency, such as the OFR, with broad powers
and very little accountability, was entirely
unwarranted. While some have suggested re-
focusing the OFR so that it that could assess

“the impact of regulation on economic growth
as well as the impacts of the financial system
and financial regulation on consumers and
businesses,”® all existing financial regula-
tors—in addition to the Congressional Budget
Office and the Office of Management and Bud-
get—can already conduct such assessments.

If the PWG was ineffective, thus necessitat-
ing a new agency created via legislation, Con-
gress should formally ask the President to re-
scind the executive order that created the PWG.
Then, Congress should eliminate the OFR, and
alsorestructure the FSOC so thatitis nothing
more than a regulatory council for sharing in-
formation. In particular, Congress should re-
orient the FSOC so that its only responsibility
is to provide a mechanism for financial regula-
tors to formally share information.®® Because
these agencies are charged with broad powers
to maintain financial stability, the FSOC and
the OFR have the perverse effect of lessening
market discipline, which runs directly counter
to their stated purposes.®”

Consideration of an SEC-CFTC Merg-
er. The SEC and CFTC regulate markets that
have increasingly blurred into one another
over the years. Yet the two agencies have
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approached their regulatory responsibilities
in different and sometimes conflicting ways,
causing market participants to struggle to
navigate the resulting regulatory morass.®
There is a theoretical case for allowing the
two regulators, which historically have taken
very different regulatory approaches,*” to ex-
ist side-by-side. If one regulator’s approach
is flawed, for instance, regulated entities may
be able to migrate to the markets in the oth-
er regulator’s purview. In practice, however,
the bifurcated responsibility has resulted in
tense regulatory battles and duplicative effort
by regulators and market participants.

Periodic attempts to address the problem
have helped calm some of the interagency
fighting, but the agencies’ closely related
mandates promise continued discord.” For
example, the Shad-Johnson Jurisdictional
Accord of the early 1980s brought ameasure of
peace, but jurisdictional disputes continued.
Dodd-Frank, which awkwardly split regula-
tory responsibility for the over-the-counter
derivatives market between the two agencies,
only compounded the problem with overlap-
ping authorities.” The CFTC, although built
on the hedging of agricultural commodities,
now is primarily a financial markets regula-
tor. The markets it regulates are closely tied—
through common participants and common
purposes—with SEC-regulated markets. The
U.S. is unusual in having separate regulators
for these markets.

A merged SEC and CFTC might be bet-
ter able to take a holistic view of the capital
and risk-transfer markets. A single regulator
could conserve resources in overseeing enti-
ties that are currently subject to oversight by
both the SEC and CFTC. In addition, a uni-
fied regulator would eliminate discrepancies
in the regulatory approaches that can frus-
trate good-faith attempts by firms to comply
with the law. Cultural differences between
the agencies could initially make such a
merger messy,”? but serious consideration of
amerger of the two entities is long overdue.”
In order to facilitate such a merger, Congress
could consider creating a joint committee,

composed of members from both the agri-
culture and banking committees, to oversee
the new merged agency.

Transferring Department of Labor
Investment Regulatory Authority to the
SEC. Although not included in a typical list
of financial regulators, the Department of
Labor plays an increasingly important role
in financial regulation. Specifically, under
the Employee Retirement Income Security
Act of 1974 (ERISA),” the Labor Department
regulates private pension plans; the depart-
ment also has some regulatory authority over
individual retirement accounts (IRAs).”” The
Labor Department regulates interactions of
financial professionals with these tax-advan-
taged plans and the retail investors that rely
on them to save for their retirement.

The Labor Department’s financial regu-
latory role has recently attracted particular
attention in connection with a controversial
rule-making related to financial profession-
als working with retail retirement investors.”
The rule-making changes the way broker-
dealers and other financial firms interact with
clients, the way financial firms are compen-
sated, the disclosures these firms must make,
the records they must keep, and the liability
they face.”” It also may change the availability
and cost of financial services.

The breadth of the rule and the novelty of
the standards it applies mean that it will gov-
ern much of the retail financial services in-
dustry. Because of the importance of ERISA
plans and IRAs, the changes made in this
context will spill over into other contexts
and likely overshadow any potential future
rule-making by the SEC regarding a broker-
dealer’s standard of care. The Labor Depart-
ment’s rule-making occupies a space—retail
investors’ interactions with their financial
professionals—that more naturally belongs
to the SEC, and the Labor Department’s
rules may conflict with SEC rule-making.
Given the SEC’s greater experience in regu-
lating broker-dealers and investment advis-
ers, Congress should shift responsibility for
regulating the relationship between pension
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plan and IRA investors and their fiduciaries
to the SEC.

Reconsidering the Nature of Self-Regu-
lation. Self-regulatory organizations (SROs)
are a key set of players in the U.S. financial
regulatory landscape. These organizations
include securities and futures exchanges,
the Financial Industry Regulatory Authority
(FINRA), the National Futures Association,
and the Municipal Securities Rulemaking
Board (MSRB).”® These entities are rooted
in the notion that market participants have
an incentive to self-regulate to maintain the
integrity of the markets and customer trust.
If members of an industry collectively set
and enforce strong standards, investors will
have the necessary confidence to participate
in markets. For example, a stock exchange
regulates its listed companies to make those
companies and hence its marketplace more
attractive to investors.” FINRA (like its pre-
decessor entity, the National Association
of Securities Dealers) regulates brokerage
firms and their employees to ensure that cus-
tomers are comfortable trusting them with
their money.

Over time, self-regulation has changed.
These self-regulators have begun to look
more governmental, and the industry’s tether
on the governance of these organizations has
loosened.® In large part, this change is due to
a tendency by regulators to formally delegate
responsibilities to these private organizations.
The change is also driven by a fear that, left to
themselves, industry members will be too le-
nient. History shows, however, that self-regula-
tion in its more traditional form can work well.

Financial firms rely heavily on reputation,
so they have an incentive to maintain strong
standards to ensure that customers feel com-
fortable dealing with them. That incentive
would be particularly strong if there are com-
peting SROs that market themselves on the
quality of the standards they maintain. Com-
petition among SROs obviates the need for the
government to micromanage the approaches
that SROs take. SROs can experiment with
different approaches, and customers can

choose the SRO that establishes the level and
nature of regulation they prefer.

Allowing Federal Pre-Emption and
State Reciprocity. The financial services
marketplace is increasingly national, but
much of the regulatory structure is still state
based. A state-based approach can work for
products and services that are offered locally.
Itcanalsowork for national markets, asit does
in the corporate chartering space, where com-
panies choose their state of incorporation and
that state’s laws govern the company’s rela-
tionships with its shareholders wherever they
reside.? In much of financial regulation, how-
ever, the model is more complicated—a com-
pany must satisfy the laws of every state in
which it operates. The Internet conveniently
matches customers with far-flung financial
service providers, but also exposes companies
to the legal risk arising from potential viola-
tions of every customer’s state laws.??

The process of learning which obligations
apply in each state and coming into compli-
ance is burdensome, particularly for would-
be new entrants, and the burden of state-by-
state compliance is especially evident in the
marketplace-lending and securities sectors.??
In some markets, a better model is federal
pre-emption of state law or, alternatively,
state “passporting,” which allows a company
that complies with one state’s laws to operate
across the nation. Both of these approaches
ensure that financial companies are regulated,
but they also streamline the regulation and
avoid duplicative and overlapping regulation.

Considering a State-Based Competi-
tive Model for Insurance Regulation. The
troubles of American International Group
(AIG) during 2008 that prompted the gov-
ernment to rush to the aid of the company
and its creditors renewed questions about
the existing system of insurance regulation.
Dodd-Frank, although widely characterized
as not having substantially altered insurance
regulation, added a new layer of federal regu-
lation that is likely to expand over time.?* The
FSOC can designate—and has designated—in-
surance companies as systemically important
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and thus subject to Federal Reserve regula-
tion. The Federal Insurance Office can nego-
tiate international agreements that override
state law. Prior to Dodd-Frank, the existing
state regulatory system subjected insurers to
multiple state regulators. Thus, by adding a
more active role for federal regulators, Dodd-
Frank increased the regulatory hurdles to
competition in the insurance industry.

In the past, there have been calls for a fed-
eral insurance charter to streamline regula-
tions. An optional federal charter would, for
instance, enable nationwide insurers to avoid
the hassle of dealing with multiple state regu-
lators.®> However, a federal charter would in-
crease the temptation of federal policymakers
to wrap insurance companies into the federal
safety net, thus increasing moral hazard prob-
lems in the industry.®¢ In addition, insurance-
regulation expertise largely resides at the
state level. Building a new federal bureau-
cracy seems wasteful, although the process is
already underway due to Dodd-Frank.

A state-based approach might be more
effective and less costly than federal regula-
tion. The state model has succeeded in the
corporate-law area, whereby companies are
chartered in and governed by the laws of a
single state. Delaware courts have developed
particular expertise in dealing with corporate
law matters, and other states can experiment
with different approaches.®” Professors Henry
Butler and Larry Ribstein have argued that
a similar state-based competitive approach
could work in the insurance context.®® Under
such a model, an insurer would only have to
belicensed in one state to operate nationwide.
States, competing for chartering revenues,
would have an incentive to design effective
regulatory systems and to refine them in re-
sponse to changes in the industry.

Butler and Ribstein further propose sup-
plementing the existing state-guaranty funds
with solvency bonds the value of which would
fluctuate in response to the market’s assess-
ment of the efficacy of a state’s insurance reg-
ulation, and that would default upon failure of
the fund.®” These bonds also would play a role

in signaling market participants’ beliefs that
one of the state’s large insurers was in trou-
ble. Such a state-based system would build
on states’ regulatory expertise in insurance,
while obviating the need for a new federal
regulator and the likely associated expansion
of future federal bailouts.

RETHINKING AGENCY STRUCTURE,
FUNDING, AND ACCOUNTABILITY

In addition to thoughtful consolidation
and reorganization of regulatory author-
ity, policymakers should consider procedural
changes to strengthen financial regulation.
Who makes rules and the nature of the pro-
cess by which they are made influence the ef-
fectiveness of those regulations. This section
sets forth some principles of sound regulatory
and procedural design.

Improving Accountability Through
Structure and Funding. The way a financial-
regulation agency is structured and funded
affects its accountability and therefore the
quality of its regulation. Typically, agencies
are accountable to the President, who directs
their actions, and Congress, which controls
their funding. Many financial regulators do
not fit this mold because historically they
have been funded by assessments on the firms
they regulate, and in some instances have
been outside the traditional congressional
appropriations process. The reliance on in-
dustry assessments for funding can also dis-
tort regulators’ incentives, particularly when
a small number of institutions constitute a
large percentage of the assessment base.

At the time of its failure, assessments on
Washington Mutual constituted just over 12
percent of the OTS budget.”® At one extreme,
the entire budget of the Office of Federal
Housing Enterprise Oversight was derived
from two companies: Fannie Mae and Freddie
Mac. As the financial services industry con-
tinues to consolidate, these incentives will
only become more perverse. Due to peculiari-
ties of funding and structure, these agencies
tend to be less politically accountable than
many of their non-financial counterparts.
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Greater accountability can be introduced by,
for example, subjecting financial regulators
to appropriations and implementing a com-
mission governing structure.

Regulatory structure has drawn much at-
tention recently on account of two new Dodd-
Frank regulators’ unusual design. The CFPB
is a single-director agency with complete au-
tonomy from its host agency and, more impor-
tant, little accountability to Congress and the
President.” The FSOC comprises the heads of
the federal financial regulators, an insurance
expert, the head of the Federal Insurance
Office, and some state regulators. The FSOC
depends on the OFR for funding. The FSOC’s
structure poses a number of problems: (1)
The presence of state officials raises potential
constitutional concerns; (2) the exclusion of
non-chair members of financial regulators
gives undue power to the chairmen of those
agencies; and (3) the ability of the FSOC to
force independent regulators to act under-
mines the independence of those agencies.

The design and funding of other financial
regulators also give rise to accountability
concerns. The OCC, Federal Housing Finance
Agency (FHFA), and OFR have some of the
same markers of autonomy as the CFPB—a
single director, funding autonomy, and, in the
case of the OCC and OFR—no accountability
to the Treasury Department of which they
are part. The Federal Reserve is governed by
a board, but enjoys a high degree of indepen-
dence from accountability.

Because financial regulators are deeply
involved in setting financial policy, rather
than just implementing laws and supervising
financial institutions, political accountabil-
ity is important. As the mandates and scope
of discretion of these agencies expands, the
need for accountability also increases. Fur-
thermore, agencies designed to be indepen-
dent of outside influence are not the most
effective regulators.””> The CFPB, OCC, and
FHFA will better incorporate a broad range
of policy views if they are governed by mul-
timember boards with mandatory political
balance. Such a structure will help to ensure

policy continuity over time, thus affording
the industries they regulate and the public
greater certainty about the future of the fi-
nancial markets. The CFTC and SEC, both of
which are governed by five-member political-
ly balanced commissions, can serve as models
in this regard.

Congress’s greatest ability to guide and
direct regulators comes through the appro-
priations process. Even though the SEC is
funded through fees paid by the industry,
Congress can determine how much the SEC
can spend. The Congressional Research Ser-
vice explains how “the annual appropriation
processes and periodic reauthorization leg-
islation provide Congress with opportunities
to influence the size, scope, priorities, and
activities of an agency.””® We propose that all
financial regulatory activity be funded via the
appropriations process, which would reduce
the perverse incentives that arise from hav-
ing regulators’ budgets so heavily dependent
on a small number of entities. The appropria-
tions process also provides an important av-
enue for additional congressional oversight
that can complement the oversight process of
the Senate Committee on Banking, Housing,
and Urban Affairs and House Financial Ser-
vices Committees.

Opponents of this view fear that Congress
might cut regulatory budgets to curtail agen-
cies’ ability to supervise financial firms, but
this argument is a broader critique of Con-
gress’s ability to make sound decisions. Fur-
thermore, there is no reason to anticipate bet-
ter decision making, relative to private market
participants, from the unelected heads of fed-
eral regulators. Federal regulators should be
conformed to the constitutional allocation
of the appropriations power to Congress.’*
While Congress is subject to its own failings,
this process improves accountability because
Members of Congress can be removed at the
ballot box, whereas financial regulators have
historically faced little public accountability
for their failures.

Increasing Congressional Account-
ability for Regulation. In Dodd-Frank,
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Congress delegated to financial regulators
the job of filling in many important aspects of
the post-crisis regulatory framework. Within
that broad authority, regulators have written
rules that impose substantial costs on finan-
cial institutions and their customers. Because
of how important these delegations are, con-
gressional review of the completed rules is
necessary to ensure that they achieve con-
gressional objectives. The Congressional Re-
view Act allows Congress to overturn major
agency rules before they take effect.

Requiring Congress to sign off on major
financial regulations would ensure that this
review actually happens and is not merely
perfunctory; congressional failure to approve
arule would preclude it from going into effect.
Such an approach has been proposed in Con-
gress.”® A congressional review requirement
for major rules would recognize the reality
that many of the meaningful decisions about
financial regulation are currently delegated
to regulatory agencies. Allowing political re-
view of these decisions would provide a po-
litical check on unelected officials. Requiring
Congress to affirmatively assent to arule after
the contours and nuances of the rule are de-
fined would allow Congress to take into ac-
count the new information generated in the
rule-making process. Congress would also be
reluctant to approve a rule the costs of which
exceeded the benefits.

Mandating Economic Analysis. As a
counterpart to enhanced congressional re-
view, financial regulation would be improved
by a requirement that regulators conduct
more robust economic analysis. Regulatory
scholar Jerry Ellig explains that “legislators
[cannot] make a responsible decision to ap-
prove or disapprove a regulation if they do
not know whether the regulation solves a real
problem or whether there is a better alterna-
tive solution than the proposed regulation.”®
These are questions that a proper economic
analysis answers.

Financial regulators, many of which
are structured as independent regulatory
agencies, do not have a strong tradition of

economic analysis. They are not subject to
the regulatory impact-analysis requirement
applicable to executive branch agencies®”
and, with only a few exceptions, their organ-
ic statutes do not require economic analysis.
Financial regulators, bolstered by academic
arguments that financial regulation does not
lend itself to economic analysis, have tended
to downplay their limited statutory obliga-
tions to conduct cost-benefit analysis. As a
consequence, financial regulators are regu-
lating in the dark—deprived of the light that
economic analysis would shed on the conse-
quences of regulation and alternatives avail-
able to them.

Economic analysis is a useful rule-mak-
ing tool. It allows regulators to assess the
nature and magnitude of a problem, deter-
mine whether regulation is an appropriate
response, and—if it is—assess alternative
regulatory solutions. This tool is as helpful
for financial regulators as it is for other regu-
lators.”® A congressional mandate to conduct
economic analysis, backed by a judicial-re-
view requirement, would help to ensure that
regulators have access to the information
they need to think through regulatory prob-
lems and design effective solutions.

Resisting Internationalization. The in-
ternational character of the financial markets
has naturally led to cross-border regulatory
cooperation and coordination. The financial
system generally benefits from these transna-
tional efforts. In recent years, however, inter-
national cooperation has increasingly result-
ed in what are effectively mandates crafted at
the international level for domestic applica-
tion. Organizations like the Group of 20, the
Financial Stability Board (FSB), the Interna-
tional Organization of Securities Commis-
sions, and the International Association of
Insurance Supervisors issue statements that
reflect a common understanding of appropri-
ate regulatory approaches. The implicit—and
sometimes explicit—understanding among
participants in some of these groups is that
group decisions will be translated into do-
mestic regulations.”

142

Prosperity Unleashed: Smarter Financial Regulation



Cooperation and conversation with for-
eign regulators is important, but commit-
ments cannot be made internationally to take
particular domestic regulatory actions.'®
Doing so cedes sovereignty over domestic
financial regulation. It also violates Admin-
istrative Procedure Act (APA) requirements
that regulations be the product of a public
notice and comment rule-making process. To
maintain the integrity of the domestic rule-
making process, financial regulators should
be precluded from making international pre-
arrangements about what regulations should
be and to which entities they should apply.

Requiring Transparent and Tested
Rule-Making. Rule-making through in-
ternational cooperation is not the only way
that financial regulators evade the APA. The
APA requires agencies, before imposing new
regulatory obligations, to publish a proposal,
seek public comment on that proposal, and
to consider the feedback in developing its
final rule-making.!” Dodd-Frank placed
heavy rule-writing requirements on financial
regulators.'?

Faced with so many statutory mandates,
financial regulators have been particularly
tempted to cut corners by supplementing
their regulatory activity with less-formal
means than the standard notice-and-com-
ment rule-making.’®® These methods include
regulating through staff letters, enforcement
actions, guidance documents, examination
findings, and even speeches.'** Although not
technically binding, regulators can force
change in the industry without engaging in a
transparent discussion with the public about
the costs and benefits of the change, as well as
potential superior alternatives.

Regulators should use transparent rule-
making methods that are consistent with the
APA toregulate financial markets. Notice-and-
comment rule-making is time-consuming
and expensive, but it generates benefits for
the agency, regulated entities, and the public
that is supposed to benefit from regulation.
Government agencies have limited informa-
tion, and putting a proposal out for public

comment generates additional information.
The public may, for instance, raise awareness
of costs, benefits, alternatives, or interactions
with other rules that the regulator had not
considered.'” Commenters can also challenge
the assumptions underlying the rule and fill
in data gaps in the proposal. The notice-and-
comment process is particularly important
when Congress makes broad delegations to
agencies, thus leaving the regulators—which
are not as accountable to the public as Con-
gress—with leeway to craft rules in a way that
may particularly affect certain groups of con-
sumers or firms. To raise the quality of regula-
tion, financial regulators should be held to the
standard set forth in the APA.
Dis-Embedding Bank Examiners. Fi-
nancial-industry supervisors often work in
the offices of the companies they oversee and
report daily to those firms.'”® While this prac-
tice enables supervisors to get to know the
people, practices, and culture of the compa-
nies they supervise, embedded supervision
also breeds capture. Moreover, it is an out-
growth of the flawed notion that banks (and,
increasingly, other financial institutions) are
different from other companies and need gov-
ernment micromanagement. This intensive,
long-term engagement with regulated enti-
ties suggests to the entities’ managers, share-
holders, and customers that firm decision
making is blessed by the regulators. It thus
shifts responsibility from the private sector
to the government sector. A better approach
would not rely on permanent on-site supervi-
sion, but on targeted inspections.
Facilitating Innovation. Financial regu-
lators, as other regulators, have an incentive
not to approve innovation. By approving inno-
vation, they expose themselves to future criti-
cism if the innovation is later associated with
customer harm. Thus, a rational regulator
might delay or deny requests to make the legal
accommodations necessary for new financial
products and services. Naturally, the finan-
cial industry’s ability to serve the rest of the
economy suffers from regulatory roadblocks
to innovation. These natural anti-innovation
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tendencies have drawn public attention, and
some regulators have looked at ways to coun-
teract the problem.

The United Kingdom’s Financial Conduct
Authority (FCA), for example, set up a “regu-
latory sandbox,” which the FCA defines as “a
‘safe space’ in which businesses can test inno-
vative products, services, business models and
delivery mechanisms in a live environment
without immediately incurring all the normal
regulatory consequences of engaging in the ac-
tivity in question.”'?” Similarly, the CFPB es-
tablished Project Catalyst, which offers joint
CFPB-financial-company pilot programs'®
and staff “no action” letters to provide a tem-
porary promise not to recommend an enforce-
ment action “for a new product or service that
offers the potential for significant consumer-
friendly innovation.”* The OCC, acknowledg-
ing a “low risk tolerance for innovative prod-
ucts and services,”" has also indicated a new
openness to financial technology.™ Among
other things, itis considering offering a special
charter for FinTech companies.!?

Although the regulatory desire to lower
barriers to innovation is commendable, the
approaches that regulators are using raise con-
cerns. The regulators, by asking financial com-
panies to prove that their innovations will ben-
efit consumers™ or that their innovations are

“responsible,”* are placing themselves in the
role of the market. Regulators need not make
these assessments; if they allow companies to
innovate, consumers will decide which innova-
tions they like. When a regulator tries to usurp
this market function to screen out bad prod-
ucts, it inhibits innovation.

Financial regulators, therefore, should
look for ways to make it easier for financial
firms to develop new products regardless of
whether the regulator thinks the effort will
be successful. Making a concerted effort to
modify existing rules so they accommodate
new technologies and taking care to avoid
cementing a particular technology into new
rules are two ways regulators can foster in-
novation without attempting to direct it. An
individual or office within a regulator that is

charged with shepherding products through
the difficult-to-navigate approval process
could also help, but financial regulators’ over-
all approach toward innovation must change.
CFTC Commissioner Christopher Giancarlo
put it succinctly when he called for a “do
no harm” approach that “open[s] wider our
agency doors and regulatory minds to benefit
from FinTech innovation.”"*

Thriving innovation can reshape the finan-
cial industry so dramatically that the notion
of banks being special falls by the wayside.
When that happens, the door to regulatory in-
novation will also be open wide.

REMOVING FAILED REGULATORS

Financial regulators are subject to failure,
just as market participants are. Private-sec-
tor failure is met with market discipline, but
because of the muted accountability mecha-
nisms in government, regulatory failure is
rarely punished. After the financial crisis,
regulators who had not performed well were
rewarded with new jurisdiction and powers.
An effective financial regulatory system holds
regulatory bodies and the people that lead
and staff them responsible for their failures
and rewards them for their successes.

Appropriate incentives for regulators will
encourage them to perform their jobs care-
fully and diligently. Regulators should not
be punished when regulated entities or regu-
lated products and services fail—failure is a
natural occurrence in properly functioning
market systems. Regulators should be held
responsible for decisions that induce, abet, or
cover up failure.

CONCLUSION

This chapter takes a broad view of the fi-
nancial regulatory framework. Far from being
the product of a careful architect, the regu-
latory system has been built in pieces. The
result is much like a house, each successive
owner of which has fitted it with an awkward
addition in the style of the time. The result-
ing house is an eyesore that does not accom-
modate the needs of its current occupants.
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We have attempted here to suggest some ar- ill-equipped to perform them, and revamping
eas that could benefit from reorganization— processes to ensure appropriate accountabil-

consolidating related powers in one regu- ity for and public input in rule-making.
lator, removing authorities from agencies
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CHAPTER10:

The World After Chevron

Paul J. Larkin, Jr.

dministrative law has been a greenfield for scholars for quite some time because it stands at the conflu-
ence of American constitutional law and political theory regarding the proper structure of American

government.! Most administrative law is made not by Congress, but by the federal courts, particularly the
Supreme Court of the United States. The last major statute that Congress enacted was the Administrative
Procedure Act (APA),? and it became a part of the federal code 70 years ago. Since then, the Supreme Court
has principally been responsible for the development of administrative law. Some of the Court’s decisions in-
terpreting the APA—such as Citizens to Preserve Overton Park v. Volpe® and Vermont Yankee Nuclear Power
Corp. v. Natural Resources Defense Council*—are landmark decisions in the administrative law field because
they defined the “arbitrary and capricious” standard for review of federal agency actions and prohibited the
federal courts from imposing rulemaking requirements on administrative agencies that Congress chose not
to adopt itself.° To some extent, those decisions have become so closely allied with the meaning and role of

the APA in governance that they might as well have been written into the text of the statute itself.

But the Court’s 1984 decision in Chevron
U.S.A. Inc. v. Natural Resources Defense Coun-
cil’ stands head and shoulders above any other
administrative law decision rendered during
the past several generations. Chevron created
a new two-step test for courts to use when
interpreting a statute that Congress has di-
rected an agency to implement. The test gave
federal agencies a potentially commanding
role in the interpretive process even though
American jurisprudence had long vested that
authority in the federal courts.

Like most issues of administrative law,
Chevron was largely noncontroversial for
most of its early life. Times have changed,

however, and Chevron is now the subject of
considerable legal and policy debate. Its el-
evated treatment of agency interpretive au-
thority rests uncomfortably alongside a long
tradition of judicial primacy. Its foundation
in the Progressive-Era belief in the wisdom of
delegating vast amounts of decision-making
authority to expert agency officials is jarring
to a public that has become distrustful of los-
ing any control of or influence over an increas-
ingly vast portion of American life that is now
regulated by remote, unknown officials.

What perhaps brought that dispute to a
boil has been President Barack Obama’s oft-
repeated resort to administrative lawmaking
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when he could not achieve the same legislative
success that he enjoyed during the early por-
tion of his first Administration. Over the past
five years, the question whether Chevron was
wrongly decided and, if so, whether its two-
part analysis should be abandoned has been
a subject of considerable ferment among cer-
tain members of the Supreme Court and the
academy. Whether Chevron will survive may
well turn on what happens this November.

It might be useful to ask, however, what
the world would look like if Chevron were
legislatively or judicially overruled. Would
the federal courts still give deference to an
agency’s interpretation of a statute? If so, how
much deference? Would the courts defer to an
agency even if they would have construed the
statute differently? Would the courts treat
the agency’s opinion as if it were a law review
article? Does all the hoopla over Chevron mat-
ter very much in the long run?”

THE RISE OF CHEVRON AND
DEFERENCE TO A FEDERAL
AGENCY’S INTERPRETATION OF
AN ACT OF CONGRESS

The issue in Chevron was whether the
Environmental Protection Agency (EPA)
could reasonably interpret the term “sta-
tionary source” for purposes of the Clean Air
Act Amendments of 1977% as an entire plant
rather than as each separate smokestack, an
interpretation that had come to be known as
the “bubble” concept. The Reagan Admin-
istration had interpreted that term to apply
to each facility, not each smokestack, while
the environmental organizations took the
contrary position. Unfortunately, neither
the text of the statute nor its legislative his-
tory offered more than a wisp of evidence
as to what “stationary source” meant, and
the competing policy arguments seemed to
wrestle themselves to a draw. All of the tra-
ditional tools of statutory interpretation left
the Supreme Court in equipoise. The result
was that the Court found itself with only two
choices: flip a coin or devise a new approach
to statutory construction.

In an opinion written by Justice John Paul
Stevens, the Supreme Court chose the lat-
ter approach. In reviewing the validity of the
EPA’s interpretation of the statute, the Court
wrote, a court should not follow the tradition-
al approach to the construction of a law set
forth by the Court’s 1803 decision in Marbury
v. Madison, which had explained that the
courts have the responsibility “to say what the
law is.”° Instead, in Chevron, the Court estab-
lished a two-step test for judicial review of an
agency’s interpretation of a statute. The first
step is to ask whether Congress has answered
the particular question in dispute in the stat-
ute itself." If so, that answer (absent some
constitutional flaw) is dispositive.!? But if the
statute is ambiguous on the issue, the next
step for a reviewing court is to ask whether
the agency’s interpretation is reasonable.’® If
so, that ends the controversy. The court may
not disagree with the agency as long as its in-
terpretation is a plausible construction of the
act. Why? When a statute is ambiguous, the
Court wrote, there is a presumption that Con-
gress implicitly delegated to the agency the
authority to fill in the blanks,"* which is a poli-
cymaking function.” Unlike courts, agencies
may make policy judgments, and if Congress
empowered an agency to do so, the courts
may not overrule the agency’s decision.'

Having identified how it would answer the
question, the Court then applied its new two-
step test to the Clean Air Act. Applying Chev-
ron Step 1, the Court concluded that neither
the statute nor its legislative history defined
the term “stationary source,” nor did either
one prohibit the EPA from adopting its “bub-
ble” concept.”” Moving then to Chevron Step
2, the Court decided that the agency’s “bub-
ble” concept was a reasonable interpretation
of the term “stationary source” and entered
judgment in the agency’s favor.'®

Chevron adopted a two-step test, but in
King v. Burwell® the Court added a third
step, which some commentators have la-
beled “Chevron Step 0.”?° King involved an
interpretation of the Patient Protection and
Affordable Care Act of 2010, known to some
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as Obamacare.?> The question before the
Court was whether the phrase “[e]xchange
established by a state” included an exchange
established by the federal government. The
Internal Revenue Service had promulgated a
rule answering that question in the affirma-
tive, and the Solicitor General argued that
the IRS’s interpretation was entitled to Chev-
ron deference. Although the majority, in an
opinion written by Chief Justice John Rob-
erts, reached the same conclusion on statu-
tory grounds, the majority declined to defer
to the IRS’s interpretation. Instead, the Court
concluded that this was one of those “extraor-
dinary cases” in which it would be unreason-
able to presume that Congress delegated in-
terpretive authority to an agency instead of
resolving an issue itself.*® The Court stated
that it had reached this conclusion because
the phrase “[e]xchange established by a state”
was critical to one of that act’s “key reforms,”
involved “billions of dollars in spending each
year,” “affect[ed] the price of health insurance
for millions of people,” and was therefore “a
question of deep economic and political sig-
nificance that is central to [the Obamacare]
statutory scheme; had Congress wished to
assign that question to an agency, it surely
would have done so expressly.”*

King therefore adds a new step to Chevron,
one that asks whether the matter is of such
importance that a court should not presume
that Congress implicitly delegated interpre-
tive authority to an agency to resolve it. Given
the plasticity of that inquiry, that step could
render Chevron inapplicable in an unknown
number of cases.?

THE STEADY TRANSFER

OF LAWMAKING POWER
FROM CONGRESS TO
ADMINISTRATIVE AGENCIES

Chevron did not appear at first to be a ma-
jor decision in administrative law.?® The Su-
preme Court had been interested in how an
agency construed a statute long before Chev-
ron was decided, and the Court often gave
the agency’s interpretation deference in a

variety of circumstances.?” For example, the
Court was likely to defer to an agency’s posi-
tion that was consistent, long-standing, or
technical in nature. Even Chevron acknowl-
edged those points.?® Moreover, a court would
not reach Chevron Step 2 unless it found that
Congress did not itself answer the issue in
the case. Instances in which Congress had di-
rected an agency to promulgate regulations
to implement a statutory program were the
most likely to receive judicial deference. Yet
since the Court decided Chevron in 1984, the
decision has taken on enormous importance.
One reason why is that, given the deep politi-
cal disagreements in American politics today,
Congress has not passed any major legisla-
tion since Obamacare in 2010, and the Presi-
dent has stepped forward to take up the slack,
whether or not he possesses the statutory au-
thority to do so.

The Framers anticipated that Congress
would be the principal lawmaking body for
the federal government. That explains why
they spent most of the Convention of 1787 de-
bating how to select Members of Congress®
and what legislative powers Congress should
have.?® Early on, President Barack Obama ac-
cepted that norm, working with Congress to
enact as law policies that he believed were
necessary to benefit the nation. An example is
his economic stimulus package. Yet since his
party lost control of the Senate and House of
Representatives, President Obama has shift-
ed gears and used executive orders and ad-
ministrative regulations or decrees to create
law. In fact, he has issued some decrees that
are inconsistent with the very laws he helped
enact in his first term.*

The result of the President’s resort to law-
making by administrative regulation or order
has been to cause several Members of Con-
gress to attempt to reclaim their principal
role in the federal lawmaking process. Vari-
ous commentators have also decried the ad-
ministrative state’s usurpation of Congress’s
lawmaking authority.?* Along the way, law-
makers and scholars have focused on Chev-
ron as epitomizing the out-of-kilter nature of
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federal governance, one in which unelected
administrative officials exert more effective
lawmaking power through their interpreta-
tion of statutes than either Congress or the
federal courts are able to exert. Members of
Congress have introduced legislation that
would overrule Chevron,®* and members of
the academy have urged the Supreme Court
to clean up the mess it created by overruling
the decision itself.?*

Critics of Chevron have offered several
arguments to show why they believe it was
wrongly decided and should be abandoned.*
But the central argument against Chevron is
that it conflicts with a fundamental princi-
ple of our constitutional system: The federal
courts have the responsibility to interpret
federal law and enter final judgments reflect-
ing how that law applies to the facts in a par-
ticular case. The Constitution’s text, its Eng-
lish and American common-law history, and
the need for (and textual guarantees of) judi-
cial independence, the argument goes, make
it clear that the third branch of government
must have the final say as to alaw’s meaning.*
Chevron, critics correctly say, gave no weight
to any of those concerns. In fact, Justice Ste-
vens’s opinion does not even mention them.

So far, neither the full Congress nor the
Supreme Court has taken up those invita-
tions, and it is uncertain whether they ever
will. Presidential and congressional elections
are just over the horizon, and the outcome of
those races could decide whether any legisla-
tion to overrule Chevron advances in either
chamber of Congress. The death of Justice
Antonin Scalia earlier this year left the Court
with only eight members, which meant that
some cases were decided by a 4-to-4 vote¥
and some might as well have been for all of the
clarity that the Court’s decision provided.*® It
is unlikely that the Supreme Court would be
willing to reconsider a precedent with the
significance of Chevron without a full comple-
ment of justices. The appointment of a new
justice will occasion debate in the Senate over
the role that administrative agencies should
play in the interpretation of law, but it is

unlikely that the nominee will say very much
about the matter or that Congress will resolve
it during confirmation proceedings (in which
the House of Representatives plays no part).

Accordingly, the eventual fate of Chevron is
a question mark. Yet equally important to the
debate about whether the Chevron doctrine
should ride off into the sunset like Shane®
or remain firmly in place like Horton* is this
question: Where would we be if Congress or
the Supreme Court overruled Chevron?

WHAT WOULD FOLLOW
CHEVRON'S DEMISE?

Bills introduced in the Senate and House
of Representatives would overrule Chevron
by modifying the APA to make clear that fed-
eral courts must independently resolve any
legal issue posed by a case.* The goal of those
bills is to eliminate Chevron Step 2 and rees-
tablish the default position in administrative
law that applied before the Court in Chevron
devised its new two-step analysis. Were one
of those bills to become law, the federal courts
would no longer be free to avoid deciding the
meaning of a statute by relying on the agency’s
interpretation. That would also be true if the
Supreme Court were to overrule Chevron and
return administrative law to its pre-Chevron
status quo. The federal courts would once again
have final decision-making authority over the
interpretation of federal statutes—at least in
the short run. But two features of the Chevron
decision suggest that the Supreme Court may
be unwilling over the long haul to reassume the
burden of final responsibility for the interpre-
tation of acts of Congress that are meant to be
implemented by the administrative state.

The first one is that the Chevron two-step
analysis represents an odd marriage of com-
mon-law decision-making and statutory con-
struction atatime when the formerhaslargely
become a thing of the past. The common-law
courts resolved disputes by inching their way
along from the guideposts set by analogous
precedents in cases involving comparable
facts. The courts did not defer to the position
of the government (including an executive
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branch agency) as a litigant because they saw
their role as being that of an impartial referee:
an adjudicator charged with deciding cases
based on the strength of a party’s arguments
rather than on the identity of a litigant.

That approach made sense at a time when
Congress had not yet begun to turn out stat-
utes like so many loaves of bread for executive
branch officials to manage economic and so-
cial affairs through a distinct “fourth branch”
of government. But the world changed during
the New Deal. The birth of the administra-
tive state forced the Supreme Court to decide
how to treat the opinions of officials who were
not parties to litigation but were held out as
experts and utility infielders** with congres-
sionally assigned rulemaking, management,
and adjudicatory responsibilities, thereby ef-
fectively becoming junior varsity versions of
Congress, the executive branch, and the judi-
ciary. The result was to give agencies defer-
ence in their area of expertise in order to give
effect to Congress’s judgment that agency of-
ficials, not courts, should manage the econo-
my at the granular level.

The effect of Chevron was to mix all of that
together into one approach to statutory anal-
ysis. Since Erie R. Co. v. Tompkins, the federal
courts have been unable to engage in the type
of common-law lawmaking necessary to fill
the gaps left by legislation.*® But Erie does not
limit the power of agencies to assume that
role. Accordingly, where an issue arises that
Congress did not answer, whether due to an
unforeseen problem or to a crevice between
two parts of a statute, Chevron directs the fed-
eral courts to leave the responsibility for fill-
ing that gap to the agency that Congress char-
tered to perform that task. That is, given the
administrative state, the task of filling in the
blanks—the role that courts performed when
the law consisted of judicial decisions rather
than statutes—now falls to the agencies. In
other words, federal administrative agencies
have become the new common-law courts in

“the age of statutes,”** authorized to engage
in the same “molar to molecular” lawmak-
ing that the pre-New Deal courts had long

performed.* The role for the federal courts
was now the subsidiary one of making sure
that an agency remained within the bounds of
reason. Otherwise, agencies had the power to
act interstitially.

The second noteworthy feature of Chev-
ron is closely related to the first one. The Su-
preme Court’s decision in Chevron represents
a renewed belief in the Progressive-Era dog-
ma that agency officials are subject-matter
experts who know better than anyone else
what a statute means and how it must be read
so that it can work.*® The problem with such a
canon is that it is neither always right nor al-
ways wrong. Some agency officials—biochem-
ists, epidemiologists, hydrogeologists, nuclear
engineers, astrophysicists, and so forth—will
know more about a particular subject mat-
ter than even Supreme Court justices think
they know and also will have a better grasp of
the on-the-ground tasks that must be accom-
plished to make a regulatory program work.
Other agency officials will be no smarter or
better equipped to manage a complicated reg-
ulatory program than are the people behind
the counter at your local DMV. Uttering that
conclusion certainly is not politically correct,
and it is highly unlikely that the Supreme
Court would ever endorse it in a written
opinion published for posterity in the United
States Reports. But Supreme Court justices
are people—actually, very savvy people—and
like everyone else, they will hold a personal
view of the different competencies of various
agencies and administrative officials.

The consequence is that even if Chevron
were overruled, the Court is likely to defer
to different federal agencies based on the
factors to which it pointed before Chevron.*
When did the agency first adopt its interpre-
tation (e.g., when the statute was adopted or
50 years later)?*® How long has the agency
had that position (e.g., for 50 years or since
last year)?*’ Has the agency interpretation
remained consistent over time?°° Is the field
at issue one that is evolving or highly techni-
cal?®' Did Congress instruct the agency to de-
cide what was in the “public interest”?°? And
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so forth. A contemporaneous, consistent,
long-standing interpretation of a statute
governing a technical field is likely to receive
deference because it reveals that—from the
outset and through Administrations of both
parties—the agency has figured out whatis in
the public interest.

Here is another way to answer the ques-
tion of what the world will look like after
Chevron. The Supreme Court may replace
Chevron deference with what has been (iis)
labeled as Skidmore deference, after the case
that first articulated the standard, Skidmore v.
Swift & Co.>® Skidmore involved the question
of whether employees were entitled to over-
time pay for the hours they spent at or nearby
their job in a state of readiness in case of a
fire. The Fair Labor Standards Act of 1938
did not expressly answer that question, but
the relevant federal official, the Administra-
tor of Wages and Hours, had concluded in an
agency bulletin that a flexible approach was
the best way to decide whether such “waiting”
time should be deemed overtime. No statute
identified the weight that the Administra-
tor’s opinions should receive, but his views
reflected his experience in applying the act.>
For that reason, the Supreme Court decided
that it would be guided by the persuasiveness
of the Administrator’s interpretation:We con-
sider that the interpretations and opinions of
the Administrator under this Act, while not
controlling upon the courts by reason of their
authority, do constitute a body of experience
and informed judgment to which courts and
litigants may properly resort for guidance.
The weight of such a judgment in a particu-
lar case will depend upon the thoroughness
evident in its consideration, the validity of
its reasoning, its consistency with earlier and
later pronouncements, and all those factors
which give it power to persuade, if lacking
power to control.>

Were Chevron gone, the Supreme Court
would likely apply the Skidmore standard to
an agency’s interpretations of one of its or-
ganic statutes. Pre-Chevron Supreme Court
case law suggests as much.”

Overturning Chevron by statute might
prevent the Supreme Court from delegating
responsibility for statutory interpretation to
an agency, but no act of Congress could force
the Court to completely disregard what an
agency says a law means. At a minimum, the
Court would likely place an agency’s con-
struction of a statute on a par with the inter-
pretation adopted by alearned member of the
bar or a scholar in the academy. A persuasive
agency position would carry the same weight
as an opinion by Arthur Corbin on contract
law, Herbert Hovenkamp on antitrust law,
William Prosser on tort law, David Shapiro
on federal jurisdiction, Herbert Wechsler on
criminal law, or Charles Allen Wright on fed-
eral civil procedure. Each one is a recognized
and highly regarded expert in his field whose
opinions are valued and sought throughout
the legal community.

Of course, each of those experts could be
wrong about a particular point—even Homer
nodded*®*—and the courts would have the re-
sponsibility to accept or reject their opinions.
But it would be irrational to disregard a per-
suasive argument of theirs just because their
views are not final. It would be equally irratio-
nal to reject an otherwise persuasive argument
just because an agency made it, not a law pro-
fessor. Under Skidmore, a federal court would
likely give an agency’s opinion whatever per-
suasive force its reasoning deserved. The dif-
ference between Skidmore and Chevron is that
Skidmore lets a court decide what is persuasive.
A persuasive agency argument is no less per-
suasive just because the court has the final say.

CONCLUSION

The Supreme Court’s Chevron decision has
generated considerable controversy over the
past decade because it has the effect of transfer-
ring the final interpretive authority from the
courts to the agencies in any case where Con-
gress did not itself answer the precise dispute.
The effect of Chevron was to transform agencies
into common-law courts because only agencies
can engage in the blank-filling necessary when
Congress has failed to answer a question.
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Overturning Chevron would return that
ultimate decision-making authority to the
federal courts, but it would not eliminate the
importance of an agency’s interpretation of
a statute. The agency’s position would have

the same status as the interpretation of-
fered by a scholar in the particular field: an
opinion that must be considered and should
be endorsed if it is persuasive, even if is
not controlling.

—Paul J. Larkin, Jr., is Senior Legal Research Fellow in the Edwin Meese Ill Center for Legal and Judicial

Studies at The Heritage Foundation.
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Rule of Law, 20 Tex. Rev. L. & Po. 391 (2016); Patrick J. Smith, Chevron’s Conflict with the Administrative Procedure Act, 32 V/a. Tax
Rev. 813, 818 (2013).

Parallel bills were introduced in the Senate and House of Representatives. See S. 2724, The Separation of Powers Restoration
Act, 114th Cong. (2016); H.R. 4768, The Separation of Powers Restoration Act, 114th Cong. (2016). The House passed an amended
version of the House bill on July 12, 2016. Congress.gov, https://www.congress.gov/bill/114th-congress/house-hill /4768 (last
accessed Aug. 9, 2016). The Senate has not yet acted on its version.

Professor Jack Beermann has been a particularly vocal critic of Chevron. See Jack M. Beermann, Chevron at the Roberts Court:
Still Failing After All These Years, 83 Fororam L. Rev. 731 (2014); Beermann, supra note 25. But he is not alone. See supra note 32.

Other criticisms of Chevron include the following: (1) Chevron is inconsistent with the APA, which directs courts to review and

set aside unlawful agency actions; (2) Chevron mistakenly assumed that Congress intended to vest interpretive authority in
agencies when Congress gave no thought to the matter; (3) the Court has manipulated the Chevron test whenever it does not
like the result that Chevron would require by creating exceptions to its supposedly all-encompassing standard; (4) Chevron gives
Members of Congress an unnecessary and undesirable incentive to punt to unelected agency officials the answers to important
policy issues; and (5) Chevron encourages dishonesty by everyone involved—Members of Congress, agency officials, and the
lower federal courts—because it enables each one to deceive the public that a policy dispute never the subject of a vote on the
floor of the Senate or the House is actually a legal issue. For an entertaining example of how the Chevron doctrine can tie up in
knots any effort to make sense of it, see Kenneth A. Bamberger & Peter L. Strauss, Chevron’s Two Steps, 95 Va. L. Rev. 611 (2009);
Mathew C. Stephenson & Adrian Vermeule, Chevron Has Only One Step, 95 Va. L. Rev. 597 (2009); Cass Sunstein, Chevron Step
Zero, supra note 20.

See, e.g., Lawson, supra note 32, at 1247-48.

See United States v. Texas, 136 S. Ct. 2271 (2016) (affirming the judgment below by an equally divided Court); Friedrichs v. Cal.
Teachers’ Ass'n, 136 S. Ct. 1083 (2016) (same).

See Zubik v. Burwell, 136 S. Ct. 1557 (2016) (per curiam decision sending the case back to the lower federal courts and effectively
telling the parties, in a manner of speaking, to “go work it out”).

See Jack ScHAerFER, SHANE (1949).
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41.

48.

49.

50.

51.

52.

53.

54,

55.

See Dr. Seuss, Horton HatcHEs THE Ece (1940).
See supra text accompanying notes 33-34.

For readers unfamiliar with the national pastime, a “utility” infielder is a baseball player who is sufficiently skilled to play multiple
positions in the infield (ordinarily, but not exclusively, second base, third base, or shortstop) but not a good enough hitter to be in
the starting lineup. Think Luis Sojo, New York Yankees, 1996-1999 and 2000-2001.

Under Erie R. Co. v. Tompkins, the federal courts generally lack authority to create federal common law. They may do so only
in connection with subjects of peculiarly federal interest, such as admiralty, federal sovereign immunity, the obligations of the
federal government, and interstate disputes over geographic boundaries and water rights. See, e.g., Nw. Airlines, Inc. v. Transp.
Workers Union, 451 U.S. 77, 95-98 (1981) (collecting cases).

See Guipo CaLABRESI, A ComMoN Law For THE AE oF Statutes (1985).
S. Pac. Co. v. Jensen, 244 U.S. 205, 221 (1917) (Holmes, J., dissenting).

Yes, the Chevron opinion does not use those terms explicitly, talking instead of a “presumption” that Congress delegated
interpretive authority to an agency. But Justice Stevens pulled that presumption out of thin air because there is no more reason
to presume that Congress delegated decision-making authority to an agency than there is to presume that Congress did not give
the matter a moment’s thought. See Antonin Scalia, Judicial Deference to Administrative Interpretations of Law, 1989 Duke L.J. 511,
517. The Court’s use in Chevron of a “presumption” of congressional intent was a “fictional, presumed intent.” /d. A wag might say
that “legal fiction” is the term that courts use to label what, when spoken by others, courts call a “lie.”

See, e.g., Udall v. Tallman, 380 U.S. 1,16 (1965) (“When faced with a problem of statutory construction, this Court shows great
deference to the interpretation given the statute by the officers or agency charged with its administration. To sustain the
Commission’s application of this statutory term, we need not find that its construction is the only reasonable one or even that it
is the result we would have reached had the question arisen in the first instance in judicial proceedings.”) (citation and internal
punctuation omitted). The difference between what the Court wrote in 7allman and in Chevron is like the difference between
dusk and twilight.

See, e.g., Power Reactor Dev. Co. v. Int’l Union of Elec., Radio & Mach. Workers, AFL-CIO, 367 U.S. 396, 408 (1961) (“Particularly
is this respect due when the administrative practice at stake involves a contemporaneous construction of a statute by the men
charged with the responsibility of setting its machinery in motion; of making the parts work efficiently and smoothly while they
are yet untried and new.”) (citation and internal punctuation omitted).

See, e.g., FCC v. Pacifica Found., 438 U.S. 726, 737 (1978) (“Not only did the Federal Radio Commission so construe the statute
prior to 1934; its successor, the Federal Communications Commission, has consistently interpreted the provision in the same way
ever since.”).

See, e.g., NLRB v. Bell Aerospace Co. Div. of Textron, 416 U.S. 267, 289 (1974) (“In sum, the Board’s early decisions, the purpose
and legislative history of the Taft-Hartley Act of 1947, the Board’s subsequent and consistent construction of the Act for more
than two decades, and the decisions of the courts of appeals all point unmistakably to the conclusion that managerial employees
are not covered by the Act. We agree with the Court of Appeals below that the Board is not now free to read a new and more
restrictive meaning into the Act.”) (footnote and internal punctuation omitted).

See, e.g., Nat'l Broad. Co. v. United States, 319 U.S. 190, 219-20 (1943) (“Congress did what experience had taught it in similar
attempts at regulation, even in fields where the subject-matter of regulation was far less fluid and dynamic than radio. The
essence of that experience was to define broad areas for regulation and to establish standards for judgment adequately related
in their application to the problems to be solved.”).

See, e.g., FCC v. Nat'l Citizens Comm. for Broad., 436 U.S. 775, 795 (1978) (“[T]he physical scarcity of broadcast frequencies, as
well as problems of interference between broadcast signals, led Congress to delegate broad authority to the Commission to
allocate broadcast licenses in the public interest. And the avowed aim of the Communications Act of 1934 was to secure the
maximum benefits of radio to all the people of the United States.”) (internal punctuation omitted).

323U.S.134 (1944). Skidmore is mislabeled as a form of deference because, as the opinion makes clear, it states that a court
should agree with an agency’s interpretation only insofar as it finds that opinion persuasive. Id. at 140 (quoted infra at text
accompanying note 56). Under Chevron Step 2, an agency can receive deference even if a court is unpersuaded that the agency’s
position is the one that the court would have adopted in the first instance. See 467 U.S. at 844 (“Sometimes the legislative
delegation to an agency on a particular question is implicit rather than explicit. In such a case, a court may not substitute its

own construction of a statutory provision for a reasonable interpretation made by the administrator of an agency.”) (footnote
omitted).

Ch. 676, 52 Stat. 1060 (1938).

Skidmore, 323 U.S. at 139-40 (“There is no statutory provision as to what, if any, deference courts should pay to the
Administrator’s conclusions. And, while we have given them notice, we have had no occasion to try to prescribe their influence.
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The rulings of this Administrator are not reached as a result of hearing adversary proceedings in which he finds facts from
evidence and reaches conclusions of law from findings of fact. They are not, of course, conclusive, even in the cases with which
they directly deal, much less in those to which they apply only by analogy. They do not constitute an interpretation of the Act or
a standard for judging factual situations which binds a district court’s processes, as an authoritative pronouncement of a higher
court might do. But the Administrator’s policies are made in pursuance of official duty, based upon more specialized experience
and broader investigations and information than is likely to come to a judge in a particular case. They do determine the policy
which will guide applications for enforcement by injunction on behalf of the Government. Good administration of the Act and
good judicial administration alike require that the standards of public enforcement and those for determining private rights shall
be at variance only where justified by very good reasons. The fact that the Administrator’s policies and standards are not reached
by trial in adversary form does not mean that they are not entitled to respect. This Court has long given considerable and in
some cases decisive weight to Treasury Decisions and to interpretative regulations of the Treasury and of other bodies that were
not of adversary origin.”).

56. /d.at140.

57. See, eq., Tallman, 380 U.S. at 16 (quoted supra at note 47); NLRB v. Hearst Publications, 322 U.S. 111, 130-31 (1944) (“Undoubtedly
questions of statutory interpretation, especially when arising in the first instance in judicial proceedings, are for the courts to
resolve, giving appropriate weight to the judgment of those whose special duty is to administer the questioned statute.”).

58.  That s, even the most intelligent person can make a mistake due to a brief lack of alertness or inattention. See Even Homer Nobs,
Oxrorp Dictionaries, http://www.oxforddictionaries.com/us/definition/american_english/even-homer-nods.
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CHAPTERTI:

Transparency and
Accountability at

the SEC and at

Thaya Brook Knight

FINRA

e know that governments “deriv[e] their just powers from the consent of the governed”'—but what

happens when the governed have no means of providing, or withholding, their consent? Currently,
those bodies that govern the country’s securities sector—in particular the Securities and Exchange Commis-
sion (SEC) and the Financial Industry Regulatory Authority (FINRA)—lack the structural safeguards neces-
sary to ensure that they exercise their authority only with the consent of the American public. There are
solutions to these problems. The solution for the SEC is easier than the solution for FINRA, but the first step
is persuading both entities that there /s a problem. This chapter outlines the problems of accountability and
transparency that plague both entities, and provides recommendations for ameliorating these deficiencies.

THE SEC:
ADMINISTRATIVE PROCEEDINGS

The SEC was established in 1934 amid the
wave of new agencies created under the aus-
pices of the New Deal. Like many of this new
breed of federal agency, it has, from its incep-
tion, incorporated rule-making, investigatory,
and adjudicatory functions. The mix of all
three branches—legislative, executive, and ju-
dicial—in a single agency has always inspired
some skepticism. Indeed, James Madison
warned against such a mix of powers in the
Federalist Papers, arguing that the “accumu-
lation of all powers, legislative, executive,
and judiciary, in the same hands, whether of
one, a few, or many, and whether hereditary,
self-appointed, or elective, may justly be pro-
nounced the very definition of tyranny.”? The

inclusion of the adjudicatory power may pose
the greatest threat to liberty.

When an agency’s adjudicatory power is
limited, when it is used only to interpret the
rules established by the agency itself and not
to mete out punishment, the risk it poses is re-
duced. Unfortunately, the role of the Admin-
istrative Law Judge (ALJ), who presides over
this function, has increased enormously at the
SEC, and administrative adjudication has now
in many respects overtaken the role carved
out in the constitution for the judiciary. This
increase in power represents a serious threat
both to the liberty of individuals and compa-
nies brought before the SEC’s ALJs, as well as
to the credibility of the system as a whole.

While the SEC has always had the power
to conduct internal hearings, the ALJ did not
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exist until somewhat later. The Administra-
tive Procedure Act (APA), passed in 1946, pro-
vided some guidance on conducting internal
adjudications.®* Amendments to the APA in
1966 established further procedural rules for
hearings presided over by agency employees,
then called “hearing examiners.”* But it was
not until 1978 that the corps of quasi-judicial
employees was dubbed ALJs.®

In the nearly 40 years since ALJs were es-
tablished, the role has seen a marked increase
in power. Although SEC administrative hear-
ings were for decades viewed as providing re-
medial, not punitive, relief, that view began to
change in the 1980s.° Between 1984 and 1990,
the SEC’s enforcement power expanded to in-
clude the ability to seek monetary penalties
for violation of the securities laws, the ability
to bar directors and officers of public compa-
nies from serving in those roles as a conse-
quence of having engaged in activity prohib-
ited by the securities laws, and the authority
to issue cease-and-desist orders, temporary
restraining orders, and orders to disgorge
ill-gotten gains.” In the wake of the corporate
scandals that dominated the beginning of the
21st century, the Sarbanes—Oxley Act of 2002
handed the SEC more authority still, creat-
ing new obligations for corporate executives
and directors, and providing the SEC with the
tools to enforce those rules. And in 2010, the
Dodd-Frank Act gave the SEC the power to
impose fines on individuals who had not pre-
viously been subject to SEC authority.?

The SEC is not unique among federal agen-
ciesinusing administrative hearings presided
over by ALJs. But not every administrative
hearing is created equal. The vast majority
of ALJs work for one agency: the Social Secu-
rity Administration (SSA). That agency alone
employs more than 1,500 of the roughly 1,800
ALJs employed by the federal government.’
The SEC, by comparison, employs only five.
The types of cases the SSA hears, however,
differ substantively from the type heard by
the SEC. In the case of the SSA, the role of the
ALJ is to determine whether a person is eligi-
ble to receive benefits.!'° At the SEC, however,

it is not the individual appealing a decision
to the agency, but the agency bringing an ac-
tion against the individual. The individual,
as a respondent, has no choice but to partici-
pate in the administrative hearing. Addition-
ally, while the SSA hearings typically address
whether the government must give benefits to
the citizen who brought the appeal, the SEC
hearings typically address whether the gov-
ernment will fake fines or withhold licenses
from the citizens brought before it.

Although the SEC’s enforcement power
has grown over the past several decades, it has
done so without an attendant examination of
the agency’s administrative hearings. The role
of administrative hearings within the SEC
has become indistinguishable from the role
of trials before federal judges. In fact, in most
cases brought against a respondent by the
SEC, there is concurrent jurisdiction between
the agency and the court. That is, the case is
one that could be heard by a federal judge in
federal district court, but is instead brought
before an ALJ within the SEC. It is not clear
how these actions are distinguishable from
the judicial power of the United States, which,
according to the Constitution, is vested in the
federal courts, not in the federal agencies. In
fact, a number of respondents have recently
challenged the SEC’s administrative hearing
process, alleging that the hearings provide
insufficient due process and that the appoint-
ment process for ALJs is unconstitutional.”

There has also been concern that the SEC
has an easier time prevailing in its own ad-
ministrative proceedings. A recent article in
The Wall Street Journal noted that the SEC
enjoys a 90 percent success rate in adminis-
trative proceedings but prevails in only 69
percent of cases before federal judges.'” It is
possible that a portion of this discrepancy
can be attributed to the agency’s internal se-
lection process and that the cases brought in-
house are for some reason those that would
be easier for the SEC to win regardless of
venue. But the perception of fairness is often
as important to the integrity of an adjudica-
tory process as the actual existence of fairness,
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and in this case the difference at least raises
questions about whether individuals receive
fair treatment.

The distinction between court and admin-
istrative proceedings is especially important
because federal court proceedings include a
number of protections for the benefit of the
defendant that are lacking in administrative
proceedings. Most important among these is
the discovery phase of litigation. Broadly, dis-
covery is the process by which the parties ob-
tain information from each other about what
evidence might be presented at trial.’® The
processis highly formalized and includes both
written and oral portions. In the written por-
tion, parties exchange lists of questions to be
answered under oath by the other party, and
write requests for documents, which must
be produced again under oath. Any failure by
either party to comply with these written re-
quests can be brought to the court. The oral
portion includes depositions, in which poten-
tial witnesses provide hours of sworn testi-
mony. The questions that can be posed during
this process are wide-ranging and allow much
greater leeway than is afforded at trial.

Although respondents in administrative
hearings may request that certain documents
be subpoenaed and that certain witnesses be
called for the hearing, the process is limited
when compared with the process permitted
in federal court. The lack of discovery in ad-
ministrative proceedings means that respon-
dents and their counsel may go into settlement
negotiations partially blind. Approximately 80
percent of all cases begun as administrative pro-
ceedings ultimately settle, making the fairness
of settlement negotiations akey determinate of
fairness overall.™* It is exceedingly difficult to
know what a fair settlement is without know-
ing what evidence is likely to be presented in
a hearing. And because the discovery process
uncovers not only the evidence likely to be pre-
sented in support of the plaintiff’s case, but also
information that weakens the plaintiff’s posi-
tion, access to this information is crucial to a
defendant’s ability to leverage the weaknesses
to obtain a more favorable deal.

The government, however, does not ap-
proach settlement blindly. The government
has the authority to issue subpoenas for both
documents and for witnesses to appear and
give testimony in the course of its investiga-
tion, before the SEC has even decided to pur-
sue charges. This testimony is typically pro-
vided in a closed session with just the SEC’s
lawyer, the witness, and the witness’s lawyer
present. The government also reviews thou-
sands, or millions, of documents provided
by the respondent and other individuals and
firms. By the time the parties begin settlement
negotiations, the SEC usually has a much
clearer understanding of what would be pre-
sented at a hearing than the respondent does.

Administrative proceedings present other
challenges as well. Because the hearing and
investigation are conducted by the industry
regulator, witnesses in the industry may be
nervous about testifying in favor of a respon-
dent. Of course, even in federal court a wit-
ness who works in the securities industry may
be hesitant to testify against the SEC, but the
court provides the added safeguard of being
presided over by a federal judge. The experi-
ence of testifying before a judge or a jury in a
courtroom is simply different from showing
up on the doorstep of the SEC building to tes-
tify before an SEC employee. Finally, admin-
istrative hearings provide no option for a jury
trial; the ALJ alone makes the final decision
in the case, unless it is appealed.

ALJs do not, as has been noted, operate
without certain checks on their authority. Any
decision rendered by an ALJ can be appealed
to the SEC itself.” Even that decision can ulti-
mately be appealed to a federal court. But re-
course to either of these avenues depends on
the respondent proceeding with a complete
hearing instead of settling. As mentioned
above, only 20 percent of cases proceed to
hearing; the other 80 percent settle with no
opportunity to appeal even to the full SEC.

This is a vitally important point. As dis-
cussed earlier, respondents and their lawyers
go into settlement negotiations without a full
command of the evidence. In the rare cases in
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which a respondent proceeds to a full hearing,
the respondent at least has the benefit of see-
ing the evidence against him or her and has
an opportunity to respond to it. A respondent
who instead opts for settlement may have no
such opportunity.

Additionally, even when a case proceeds
through a hearing, the available appeal is lim-
ited. In law, there are two types of findings
that can be determined through trial: find-
ings of fact, and findings of law. Findings of
fact refer to the process of determining what
actually happened: Did the defendant make
a particular transaction? Did the respondent
have certain knowledge? Did the defendant
communicate with another person at a spe-
cific time? Findings of law refer to the process
of determining whether those facts satisfy
the elements of the case brought against the
defendant: Was the information “material”?
Was the communication “misleading”? Al-
though the commissioners may hear an ap-
peal, they typically give great deference to
the ALJ’s findings of fact, in particular to
the ALJ’s determination of witnesses’ cred-
ibility, “absent overwhelming evidence to the
contrary.”'® If the respondent claims not to
have said particular words during a telephone
call, but the ALJ has found the respondent’s
denial not credible, the commissioners will
typically accept the ALJ’s finding. What the
commissioners will review is whether those
words constituted, for example, a misleading
statement about a material fact. If the case is
appealed to federal court, the court will grant
the same deference, accepting as true the
findings of fact made by the ALJ. This means
that even in the 20 percent of cases that pro-
ceed through a full administrative hearing,
and are not settled, there is no real opportu-
nity to appeal the ALJ’s findings of fact even
if it was the facts, not the law, that were in
dispute. This does not differ from the prac-
tice in the judicial branch in that the findings
of fact made at the trial court level are rarely
disturbed by the appellate court, and appeals
almost always turn only on the interpretation
of the law and its application to the facts. But,

as discussed, defendants facing trial in court
have the full discovery apparatus available to
them, rendering the findings of fact more reli-
able than those determined by an ALJ.

Given the lack of discovery and the handi-
cap it presents the respondent in making a
case to the ALJ, and crucially in refuting evi-
dence presented by the SEC attorneys, review
of findings of law by the commission or a fed-
eral court is cold comfort. Especially as it is
the commission that decides to bring charges
against a respondent in the first place. This
results in what is at base “a top-level, agency-
wide decision to side with Enforcement and
against the respondent, prior to any adver-
sarial hearing on the merits.”"” An appeal to
the very body that already sided against the
respondent is not much of an appeal at all.

Although agencies do not conduct the full
recruitment process for ALJs, they do select
the individuals from a list presented to them
by the Office of Personnel Management. And
while there are certain practices designed to
preserve the independence of the ALJs—they
can be fired only for cause, and, at least in the
SEC, their offices are physically segregated
in the building from other employees—the
ALJs are nonetheless employees of the agen-
cies they serve and are on the agency’s pay-
roll. This is not to impugn the integrity of any
individual ALJ, nor of the entire corps, and
yet such arrangement can elicit “fears of bias
[which] can arise when—without the consent
of the other parties—a man chooses the judge
in his own cause.”™® Again, there is a distinc-
tion between the hearings held by agencies
such as the SSA, and enforcement hearings
such as those held by the SEC. This is clearly
visible in the manner in which the agencies
present their adjudications to the public. For
example, the SEC often issues press releases
touting the number of successful enforce-
ment actions it has brought in the past year,
congratulating its staff for their work in win-
ning large penalties or settlements from de-
fendants."” In comparison, there is no political
capital to be gained by trumpeting the num-
ber of applicants for Social Security benefits
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who were turned away empty-handed each
year. The incentives of the SSA in conducting
its hearings are quite different from those of
the SEC, resulting in a structural bias in favor
of the SEC in its own administrative hearings.

The solution to the current problem is rel-
atively simple: Give the respondent a choice
of federal court or administrative proceed-
ing. This is the choice that is always available
to the SEC’s enforcement attorneys and it is
only fair to extend it to the respondent. In
other areas of law with concurrent jurisdic-
tion—when a case could be brought in state
or federal court, for example—the parties are
equally eligible to move for the case’s removal
to the other jurisdiction.

Those who support the use of adminis-
trative proceedings often tout their benefits
to the respondent. For example, noting that
the process is streamlined and therefore
speedier, allowing the respondent to move on
quickly without a cloud of suspicion hanging
overhead. A quicker proceeding also means
less attorney time and therefore a lower cost
for the respondent. The ALJs, because they
hear only securities cases, are typically more
knowledgeable about the intricacies of secu-
rities regulation and can be a better arbiter
than a federal judge who hears every kind of
case under federal law with little opportunity
to delve deeply into any. To the extent that
these features are attractive to respondents,
many may still choose to proceed through the
administrative route. But these features are
not universally attractive, as evidenced by the
respondents suing for their rights to be heard
in federal court. To the extent that a respon-
dent would prefer the safeguards so precious
to our concept of due process, the respondent
should have the opportunity to elect them.

FINRA: A BIGGER PROBLEM

In addition to the SEC, there is another
organization that regulates the securities in-
dustry. Neither fish nor fowl, it straddles the
line between government and private en-
tity, in many instances taking the worst from
both worlds and offering a considerable lack

of transparency and accountability overall.
FINRA is anon-governmental self-regulatory
organization (SRO) that oversees firms and in-
dividuals operating in the securities industry.
Organized as a private not-for-profit corpora-
tion, it, like the SEC, includes rule-making, en-
forcement, and arbitration functions all under
one roof. It writes and issues rules that, with
SEC approval, govern the securities industry.
It administers the industry’s licensing pro-
cess, including writing and administering the
relevant exams. Itinvestigates the violation of
its rules and conducts in-house enforcement
actions, levying fines and barring individuals
and firms from the industry in order to pun-
ish and deter wrongful conduct. It provides in-
vestor education to the public. And, it provides
arbitration facilities for its members in order
to mediate disputes between them. Like the
SEC, compliance with its rules is compulsory
for those in the securities industry. Unlike the
SEC, its management is not answerable to, nor
appointed by, an elected official.

The fact that FINRA is a non-governmen-
tal regulator is not, in itself, problematic. Al-
though the federal securities laws date from
the Great Depression, and state securities
laws date from the turn of the 19th century,
non-governmental regulation of the industry
dates from just after the country’s founding.
In 1792, a group of brokers famously executed
the Buttonwood Agreement, creating what is
now known as the New York Stock Exchange
(NYSE). While the NYSE has never been a gov-
ernment entity, it has always been a regulator.
Although the terms of the Buttonwood Agree-
ment were quite terse, the rules for trading
on the NYSE expanded over time. By 1817, the
rules already included a process for collecting
fines, adjudicating disagreements, and eject-
ing members found to have engaged in fraud.?°
A hundred years later, by 1920, a disclosure re-
gime was also firmly in place, with a number
of monthly and other regular reports required
by member firms.* There is, in fact, much to
be recommended in the private regulation of
the industry. Indeed, it was the practice in this
country for more than 100 years.
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While FINRA did not come into being
until 90 years after the NYSE was estab-
lished, the framework for such a public-
private structure was laid much earlier. In
1934, Congress passed the Exchange Act,
which established the SEC and introduced
government regulation of the securities ex-
changes. In 1938, the Maloney Act amended
the Exchange Act to provide for the creation
of self-regulatory organizations that would
provide oversight of the over-the-counter
(OTC) markets in a manner similar to the
oversight provided for exchange trading
by the exchanges themselves. These orga-
nizations were charged with “prevent[ing]
fraudulent and manipulative acts and prac-
tices [and] promot[ing] just and equitable
principles of trade.”?> Although the Maloney
Act contemplated “national securities asso-
ciations” (plural) only one such association,
the National Association of Securities Deal-
ers (NASD), ever materialized.

FINRA took on its current form in 2007
when the NASD merged with the regulatory
arm of the NYSE.?? One of the chief reasons
for the merger was to consolidate the regu-
lations governing broker-dealers, bringing
the exchange and OTC oversight under one
roof.>* The merger was expected to stream-
line the regulatory burden by “eliminat[ing]
unnecessarily duplicative regulation, includ-
ing consolidating and strengthening what
until now have been two different member
rulebooks and two different enforcement sys-
tems.”? FINRA, like the NASD before it, is an
SRO as defined by the Securities Exchange
Act 0f1934.

There are considerable advantages to in-
dustry self-regulation. One of the challenges
of effective oversight is the risk that the over-
seers become detached from the industry and
begin to create rules that are out of touch with
the day-to-day realities of running a business.
Done well, self-regulation draws on members’
experiences to establish best practices that
promote both good governance and ethical
policies. But these benefits are difficult to re-
alize when the self-regulating organization

combines government power and entangle-
ment with private ownership, as is the case
with FINRA. Instead, it operates with nearly
as much power as a government agency, but
without essential checks on that power.

One of the reasons that checks on govern-
ment power are so essential to liberty is that
it is the nature of government regulation to
be mandatory; there is no opt-out. When the
NASD was first established, membership was
voluntary. Beginning in 1945, however, mem-
bership became mandatory for principal and
customer-facing employees of broker-dealers,
and by 1983, it was mandatory for the entire
industry, a requirement that has persisted
with the creation of FINRA.?¢ This has result-
ed in the creation of a quasi-governmental
structure that lacks the safeguards that we in-
sist upon for actual government institutions.
Although FINRA’s rules must be approved by
the SEC,?” the SEC does not choose FINRA
board members, nor does it appoint any exec-
utives or other employees of the organization.
This means that, despite the broad power that
FINRA exercises over the industry, there is no
accountability to an elected official or even to
an officer of the United States.” Instead the
executives are chosen by a board of directors,
and the executives and other managers select
the remaining employees.

FINRA’s lack of accountability also means
that it is at risk of providing poor protection
to investors. While the SEC and other govern-
ment actors are ultimately answerable to the
investing public, FINRA faces no such scru-
tiny, and its officials risk no removal from of-
fice. There is therefore no direct political ac-
countability to provide an incentive to FINRA
officials to ensure that its rules are effective.
Because investors have been encouraged to
rely on the SEC and FINRA to enforce cer-
tain standards against the industry, they are
likely to be lax in conducting their own due
diligence in assessing the business practices
of abroker.

FINRA also lacks the transparency that
is required of government entities. It is not
subject to the Freedom of Information Act
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that requires government offices to release
requested documents to the public.?® It is not
required to follow the lengthy rule-making
process mandated by the Administrative Pro-
cedures Act, which ensures that any proposed
regulation be subject to public notice and
comment.*® Nor is it subject to the Sunshine
Act’s provisions that require certain meetings
be open to the public.®® Accompanying the
lack of proper controls is the fact that, like the
SEC, it houses multiple quasi-governmental
functions, along with the attendant problems
described in the previous section.

FINRA also lacks the checks on power and
the considerable benefits that typically apply
to private corporations. One of the great ben-
efits of private enterprise is the discipline and
push toward innovation that market forces
supply. But because FINRA is a monopoly, it
has no incentive to improve its structure to
attract members. Because membership is
compulsory, FINRA faces no risk that mem-
bers will flee from unfair rules or enforce-
ment. It has the freedom to establish compen-
sation for its own employees at rates as high
as its funds can support. And that compensa-
tion can be quite high. In 2015, FINRA’s CEO
earned nearly $3 million; of the organization’s
top 10 executives, eight had compensation
squarely in the seven figures, and the remain-
ing two were close behind.*> While FINRA
must compete with the private sector to at-
tract and retain talent, and talented financial
executives can command huge compensation
in the private sector, it draws on the same tal-
ent pool used by other financial regulators,
whose pay is not nearly so rich. For example,
SEC commissioners earn just under $250,000,
and the Secretary of the Treasury earns less
than $200,000.%* It is not clear why the FINRA
CEO must earn 15 times the amount the Sec-
retary of the Treasury does. In a truly private
organization, which faces competitive pres-
sures, compensation is held in check by the
need to run the company efficiently. FINRA
executives face no such countervailing force.

The means by which FINRA is funded cre-
ates its own conflicts, since FINRA’s funding

derives from fees levied on members and
from proprietary investments, including in-
vestments governed by FINRA’s own rules.
FINRA has attempted to temper some of this
conflict, at least with regard to fees imposed
for violation of FINRA rules. Such fees can
be used only for capital expenditures or for
programs promoting investor protection.’*
But money is fungible and therefore fees that
support capital improvements free up other
funds to be used for other purposes, including
pay roll.

FINRA therefore exists in a kind of golden
limbo. As a private entity, it is protected from
the accountability and transparency required
of government. As a quasi-governmental en-
tity, it enjoys enormous power without being
subject to the usual market forces. It also en-
joys immunity from suit, at least when acting
in its quasi-governmental role.?

The solution to this problem is to with-
draw FINRA’s quasi-governmental author-
ity and allow it to exist as a purely voluntary,
private industry association. This will return
accountability to its members, who will have
the option of leaving if they are unsatisfied
with its practices. FINRA would be able to
continue to administer a certification exam,
but would need to promote the value of this
exam to investors and brokers alike, lead-
ing investors to seek out brokers who hold
FINRA certification and leading brokers to
be willing to sit for the exam. FINRA would
be motivated to police the rigor of the exam
because it would be valuable only if inves-
tors perceived it to demonstrate the broker’s
knowledge. FINRA would also be motivated
to police its membership to ensure they meet
the organization’s standards, and members
would be willing to submit to this oversight to
communicate their trustworthiness and abil-
ity to clients. Additionally, without the gov-
ernment ties, entrance for new SROs would
be easier, introducing competition and al-
lowing refinement of rules and best practices.
Finally, it would loosen the grip that FINRA
currently has on members, requiring fairness
and transparency in its disciplinary process.
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Although private regulation can provide
great benefits to an industry, many of those
benefits are compromised when the regula-
tor enjoys governmental authority. Likewise,
governmental power without the essential
checks on power we typically require risks
tyranny. FINRA has the potential to improve
the securities industry, protect investors, and
promote the reputations of honest brokers.
But, if it continues to operate unchecked and
without needed transparency, it risks provid-
ing none of these.

CONCLUSION

Governmental power must be accountable
to the electorate if it is to qualify as just. Ac-
countability assumes transparency because
the people cannot judge the government’s
actions if they cannot determine what the
actions are. The SEC and FINRA both suffer
in different ways from internal structures
that obscure their activities and that prevent
their accountability to the people whose lives
and livelihoods they control. These problems
must be addressed, or the powers these regu-
lators wield must be deemed unjust.

—Thaya Brook Knight is Associate Director of Financial Regulation Studies at the Cato Institute.
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PART IV
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Preference Reforms






CHAPTER 12:

The Massive Federal

Credit Racket

Diane Katz

The government is not a canny lender.
—Henry Hazlitt

Few Americans are aware that, collectively,
they shoulder more than $18 trillion in
debt exposure! from loans, loan guarantees,
and subsidized insurance provided by some
150 federal programs. While legions of regu-
lators scrutinize the actions of private banks
and financiers, there is sparse oversight of
the government’s massive credit subsidies
and their detrimental effects on the econo-
my. This redistribution of taxpayers’ money
erodes the nation’s entrepreneurial spirit,
increases financial risk, and fosters cronyism
and corruption. It is time to shut it down.

The government credit portfolio consists of
direct loans and loan guarantees for housing,
agriculture, energy, education, transportation,
infrastructure, exporting, and small business,
among other enterprises. Federal insurance
programs cover bank and credit union depos-
its, pensions, flood damage, declines in crop
prices, and acts of terrorism. Capital for mort-
gage lending by banks is provided by govern-
ment-sponsored enterprises (GSEs), such as
Fannie Mae and Freddie Mac.

Total outstanding loans and loan guarantees
backed by taxpayers exceeded $3.4 trillion at the
end of fiscal year (FY) 2015.2 Add in the exposure
of Fannie Mae, Freddie Mac, the Federal Home
Loan Banks (FHLBs), the Federal Deposit In-
surance Corporation (FDIC), and the Pension
Benefit Guaranty Corporation (PBGC), and the
total swells to an estimated $18 trillion.?

Researchers with the Federal Reserve Bank of
Richmond, in their “Bailout Barometer,” estimate
that 61 percent of all liabilities throughout the
U.S. financial system are explicitly or implicitly
backed by government (that is, taxpayers).* But
the actual liability is greater because federal ac-
counting methods understate the costs. Nor do
government balance sheets capture the economic
distortions induced by credit subsidies.

Federal credit ballooned amid the 2008
financial crisis. Between November 2008
and March 2012, the government “invested”
$187.5 billion in Fannie Mae and Freddie
Mac.® Similarly, under the Troubled Asset
Relief Program, the government® purchased
$540 billion in stock from Ally Financial,
Chrysler, General Motors, AIG, and dozens of
banks to shift corporate financial risks to tax-
payers.” Despite the recession ending in June
2009, higher levels of subsidies have persisted.
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CHART 12-1

Taxpayer Liabilities Added Each Year
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With some government loans extending
40 years, the ever